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PREFACE 

This book of problems has been prepared at the request 
of several teachers of corporation finance in the belief that 
college classes working in that general field would profit by a 
discussion of typical cases. The material has been taken, 
for the most part, from actual experiences, although in the 
majority of cases irrelevant details have been omitted. The 
matter has also been simplified, especially in the problems of 
the latter sections of the pamphlet. Most of the problems 
have been used by the author in his course on corporation 
finance at the Harvard School of Business Administration. 

It is now a commonplace in educational theory that case 
instruction is, wherever practicable, the best form of teach- 
ing. A student cannot be said to know a subject until he 
feels sufficiently at home in it to solve its problems. Not 
only does this kind of exercise test the student's grasp on 
fundamental principles, but it also affords a form of training 
which should be the ideal of all educational processes — ^it cre- 
ates conditions that force a student to isolate relevant evi- 
dence from a mass of detaU and weigh this evidence in the 
light of principles. It creates a mental and moral power that 
enables a man to meet new situations in any field, wherever 
his life work may lie. 

Arthur S. Dewing 
Cambridge, Mass. 
Jtme I, 1921. 
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HINTS TO TEACHERS 

This pamphlet consists in a sense of two main divisions. 
In the first and large division, comprising Parts I-V, prob- 
lems are given in corporation finance, paralleling the five 
parts of "The Financial Policy of Corporations" (Ronald 
Press Company, New York, 1920). So far as possible, there 
is a correlation between the text of this book and the prob- 
lems. In Part VI, constituting the second main division, 
are given a few problems in investment. 

The distinction between the point of view of corporation 
finance and the point of view of investment is fundamental. 
Financial problems of a corporation are connected with 
•getting capital from the investor as cheaply as possible and 
under the least arduous terms. The problem for the investor 
is exactly opposite. It consists of getting the largest income 
return and the amplest security from the corporation. The 
student working in these two fields should keep this diflEer- 
ence constantly in mind. 

Without laying down any rules for the use of these prob- 
lems, it may be remarked that the writer has found it most 
useful to assign problems to the class and then to devote a 
considerable amount of time to discussing the several solu- 
tions offered. In many cases, especially with problems 
covering promotion, expansion and reorganization, there is 
no absolutely right or absolutely wrong answer. In each 
case it is a matter of financial expediency. The reasons why 
one solution of a problem is better than another should be 
carefully described to the class, so that men will understand 
that financial practice is a matter of judgment, based in each 
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case upon individual expediency. It is a mistake for a 
teacher to insist pedantically that his solution of the problem 
is the only right one. So far as possible, the class should be 
conducted as one might conduct the meeting of a large board 
of directors. The opinion of each member of the class should 
be given consideration and every one should be led to feel 
that the reasons back of his judgment are worthy of respect. 
So far as possible, moreover, a teacher does well to em- 
phasize the public significance of his subject. It is well to 
point out that corporation finance is one aspect of a great 
body of economic questions connected with our modem 
industrial life, and that not solution of financial problems is 
permanently sound, which is not at the same time justifiable 
and wise from the point of view of public welfare. Teachers 
should also emphasize the fact that sound investment sub- 
serves a social purpose insofar as it conserves acctmiulated 
capital for productive and socially justifiable enterprises 
and directs it away from useless highly speculative and" 
socially iniquitous projects. 

While the compiler of this pamphlet has no ready and 
certain method or manner of treating the solution to the 
problems, certain points appear to be worth noting. 

It is absolutely necessary for a student to have clearly 
in mind the specific end or purpose of the problem. He 
should be urged to separate in his mind the essential parts 
of the problem not merely from the mere verbiage but also 
from the unimportant facts and figures. These essential 
parts he should study carefully in their relations with each 
other. Thus if the problem concerns itself with quick assets 
and these alone, a student should set down first all the in- 
formation about quick assets and discard entirely from his 
consideration every other fact and every other possible de- 
duction from irrelevant facts. He should then examine 
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carefully the data concerning quick assets and make such 
deductions as the purpose of the problem involves. 

In the later sections of the book a considerable number 
of the problems permit of several answers. A student should 
be taught to discuss his own solution, indicating the grotmds 
of preference over other possible solutions. He should be 
required to give reasons for his grounds of preference and to 
show their bearing on matters of financial policy. Thus in 
the preparation of the financial plan of a public utility the 
necessary capital might, in a particular case, be secured 
either by a small issue of bonds and a small issue of preferred 
stock or by a large issue of bonds alone. A student who 
constructs his financial plan according to one or the other 
of these alternatives should be required to state expUcitly 
the reasons for his choice, and, if possible, the fundamental 
principles behind these reasons. 

There have been inserted three discussions or solutions 
to problems — ^problem XXII, page 1 5, dealing with promotion 
and consolidation, problem LIX, page ^^y dealing with reor- 
ganization, and problem LXV, page 109, dealing with invest- 
ments. In connection with these the attention of the students 
should be drawn to the fact that a considerable part of the 
solution is devoted to "discussing*' the problem in its various 
phases. 

The student's discussion of a problem often shows a more 
intelligent understanding of financial principles than is 
shown in the solution alone. 



Part I — Problems Dealing with the Form and 

Character of Securities 
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Problem I 
The Form of Capitalization 

The following represents the balance sheet of the Stoneboro Manu- 
facttiring Company. 



Assets 

Plant 

Patents and Trade- 
Marks (at cost, pro- 
p€?rly written down) . . 

Raw Material 

Goods in Process 

Finished Goods 

Notes Receivable 

Accounts Receivable .... 

Cash 

Deficit 



$1,568,000 



768,560 

165,000 

278,000 

73.650 

190,000 

76,724 

22,863 

7>3i8 
$3,150,115 



LiabilUies 

Capital Stock (par |i 00) 

Common 

Preferred 

Mortgage Bonds 

Debentures 

Notes Payable 

Accounts Payable 



$1,000,000 

600,000 
800,000 
200,000 
365,000 

185,115 



fe,i5o»ii5 



(a) What is the capitalization of this company? 

(b) What is its capital? 

(c) What is its capital stock? 

(d) What is the net worth of each share of common stock, provided 
the preferred stock could be liquidated at par? 
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(e) The owners of this business decided to exchange the common stock 
into stock of no par value. What changes should be made in the entries 
on this balance sheet to make it conform to the new condition? 

In discussing this problem it is important to observe the differences in 
the uses of the two words, capitalization and capital, in economic theory, 
business, and corporation finance. 



Problem 11 



The Net Worth of Common Stock 



The following is the statement of the Merchants Trust Company — 
member of Federal Reserve System. What is the book value or net worth 
of its stock? 

Statement of Conditions 



Assets 

United States Bonds . 
Bonds and Securities 
Loans and Discounts. 
Bank Building, Vault, 

and Fixtures 

Cash on Hand and 

Due from Banks. . 



October i, 1920 

Liabilities 

$306,704.90 Capital $200,000.00 

905.033-20 Surplus 200,000.00 

2,627,073.33 Undivided Profits. . . 62,690.32 

Deposits 41209,158.89 

90,300.00 



742,73778 
$4,671,849.21 



$4,671,849.21 



Should you say that bank stock would ordinarily sell for more or less 
than its book value? Give a series of questions that you might ask con- 
cerning a bank to ascertain whether the market value of ii;s shares was 
greater or less than the book value. Would you expect to find the differ- 
ence between the book value and the market value of the stock of a small 
cotmtry bank greater or less than the difference for the stock of a large 
New York bank? 

Explain your answer. 
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Problem in 
The Coupon Rate on Bonds 

The Mercantile Manufacturing Company decided that it would be 
wise to seau'e $2,000,000 of new capital in order to liquidate a portion of 
its unfunded debt. The directors at their meeting of April 3, 1916, de- 
cided to issue bonds. A banking house with which the treasurer entered 
into correspondence oflFered to buy 6% 20-year first mortgage bonds for 
115, 20-year 5% bonds at 98^, or 20-year 4% bonds at 80. The account- 
ants acting for the firm insisted that bond discount or bond premiimi 
should be extinguished by equal annual instalments, i.e., without refer- 
ence to interest on either accimiulated reserves or imextinguished pre- 
mimns. Which offer of the banking house should the corporation accept? 



Problem IV 
The Issue of Bonds 

The Constmiers Electric Light Corporation had outstanding in 19 13 
$765,000 5% mortgage bonds. The company was allowed under the 
original mortgage to issue additional bonds "for improvements, extensions, 
etc., at 85% of actual cost, and then only when net earnings applicable to 
interest were equivalent to i>^ times the interest charges on all bonds 
outstanding including those to be issued." Construction costs amounted 
in the preceding year to $43,564. The gross earnings were $312,000 and 
the total operating expenses $221,000. 

What is the amount of new bonds that can be issued? 



Problem V 

The Issue of Bonds 

A cori)oration has outstanding $1,568,000 first mortgage 6% bonds. 
These were originally issued under an indenttu-e that provided for the issue 
of additional bonds to pay for 80% of the cost of new construction, but 
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only if the net earnings, after depreciation, for the preceding year were at 
least twice the interest charges on the bonds already Issued and those to 
be issued. 

On January i, 1921, the following income and expense statement was 
presented to the board of directors covering the business of the preceding 
year. 

Gross Receipts $608,731 

Cost of Operation Including Labor, Materials and Small 

Repairs 285,760 

Maintenance of Plant, Structures and Distributing 

System 98,623 

Taxes 24,201 

Depreciation 27,000 

Losses by Fire and Debts Charged Off 3»765 

Improvements and Extensions 68,300 

Interest Charges on Bonds 78,400 

Interest on Floating Debt 5i76o 

Balance on Hand ', 16,922 

$608,731 $608,731 
How many new bonds, if any, can the board of directors authorize? 



Problem VI 
The Issue of Bonds 

A corporation with the following balance sheet and income account 
proposes to issue some additional first and reftmding mortgage bonds. 
It is provided in the indenture that additional bonds may be issued pro- 
vided the total bonded debt is not greater than the capital stock; provided 
the net earnings are at least twice the total interest charges, including 
that of the bonds to be issued; and provided, finally, the par value of the 
new bonds be not greater than the capital expenditures. But it was pro- 
vided in another coimection that at least 10% of the total machinery ac- 
coimts and 4% of the plant accoimts must be expended or set aside out of 
earnings before betterments, replacements, or improvements can be pro- 
perly charged to capital. 

How many new bonds can the corporation issue? 
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Balance Sheet 






(Somewhat Simplified) 




Assets 




Liabilities 




Buildings and Struc- 




Common Stock 


$4,000,000 


tures 


$1,875,000 


Preferred Stock 7%. . . 


3,000,000 


Machinery 


4,658,000 


First Mortgage 6% 




Inventories 


6,783,000 


Bonds 


1,500,000 


Cash 


285,000 


Second Mortgage 5% 








Bonds 


1,000,000 






First and Refunding 








Mortgage 5% Bonds. 


1,360,000 






Notes, Bills and Ac- 








counts Payable 


1,568,000 






Surplus 


1,173,000 



$13,601,000 



$13,601,000 



Gross Income for the Year After Deducting Raw 

Materials, Labor, Salaries $3,023,000 

Repairs and Maintenance $178,000 

Taxes, Partly Estimated 216,000 

Floating Debt Interest, Discounts 96,000 

Bonds Interest 208,000 

Insurance 21,000 

Losses on Inventory and Bad Debts 16,000 735fOOO 

Net Income Before Depreciation or Dividends $2,288,000 

Depreciation 103,000 

Dividends, 7% on Both Classes 490,000 

Betterments 784,000 

Surplus 91 1,000 



Problem VII 



Classification of Bonds 



The treasurer of the Old Ladies' Home of Georgetown, Inc., died in 

1919. His successor, Warren Taylor, Esq., was appointed in the spring of 

1920. Mr. Taylor desired to obtain expert opinion concerning the invest- 



6 FINANCE AND INVESTMENT PROBLEMS 

ments held by the trustees of the Old Ladies* Home. Accordingly, he 
prepared a report of these investments with reference to: 

(a) The character of security. 

(b) The type of enterprise. 

(c) Short, medium, or long term. 

Below is given the list of securities. Prepare such a report as Mr. 
Taylor desired. 

Atcnison, Topeka and Santa Fe Railway general mortgage 4's gold 

199s 
Great Falls Power Company first mortgage 5's 1940 

Bethlehem Steel Company first and refunding mortgage 5's 1942 

United States Realty and Improvement debenture 5's 1924 

Illinois Central Litchfield division first mortgage 3's 1951 

Erie Railroad prior lien 4's 1996 

American Telephone and Telegraph Company collateral trust 4's 

1929 

Chicago Gas Light and Coke Company first mortgage guaranteed 

S*s 1937 
General Electric Company debenture 3>^'s 1942 
Illinois Central Railroad and Chicago, St. Louis and New Orleans, 

joint, first and refunding 5's 1963 
Baltimore and Ohio, Southwestern division 3 J^'s 1925 
Adams Express Company collateral trust 4's 1948 
St. Louis and San Francisco income mortgage 6*s i960 
Kanawha and Michigan first mortgage, guaranteed 4*s 1990 
Manhattan Railway second mortgage 4's 2013 
Kansas City Terminal first mortgage 4*s i960 
Tennessee Copper Company, convertible debenture 6*s 1925 
New York and Erie Railroad fifth mortgage 4*s 1928 
Henderson Bridge Company first mortgage 6's 1931 
Louisville and Nashville secured gold notes 7*s 1930 



Problem Vm 
Redemption of Bonds 

In 1892 the Hamilton, Morristown and Eastern Railroad issued 
$3,000,000 6% first mortgage bonds, callable at 105 and due in 1942. In 
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1903 general interest rates on meditun grade railroad bonds had so fallen 
and the credit of the Hamilton, Morristown and Eastern Railroad had 
so improved, that the treasurer found it possible to sell long-term 
(hundred-year) first mortgage 4% bonds at 90. 

Determine whether or not it was expedient for the treasurer to redeem 
the earlier issue of bonds by means of a new issue. 



Problem IX 
r The Issue of Refunding Bonds 

The Consolidated Light and Power Company was formed in 1916 as 
successor, by consolidation, of three small electric and gas companies. 
These latter had outstanding the following underlying issues: 

City Gas Company, first mortgage 6*s, 1928, $438,000. Callable at 
105, and having a current market price of 102. Approximately $307,000 
are held by three local interests who promise to deliver their bonds to the 
new company for 103 in money, or to refimd them into the new 5% bonds, 
presently to be described, at 80 for the new bonds and 105 for the old bonds. 
The rennaining $131 ,000 will probably have to be called. 

Consumers Electric Light Company, first mortgage 5's, 1941, $600,000. 
Callable at loi and having a current market price of 9i>^. The bankers 
who originally placed these bonds stand ready to acquire and deliver to 
the company the entire issue for gyj/i in cash. 

Merchants Electric Light and Power Company, first and refimding 5's, 
a second mortgage on the electric central and distributing system, sub- 
ject to the lien of Consumer's first 5*s next above mentioned. Due 1945, 
$1,400,000 outstanding. Callable at io2)4. Current market price 84. 
The company has an option on $500,000 of these bonds at 85 in cash. 
There is every reason to believe that at least two-thirds of the remainder 
of the issue will be exchanged for the new 5% bonds, provided the com- 
pany offers a bonus of 10% in the new bonds. The remainder will probably 
have to be called. 

Bankers stand ready to buy all or any part of a new issue of $5,000,000, 
5% 40-year bonds at 82 J^, provided the mortgage be drawn so as to stand 
as a first lien on the entire property of the gas and electric light company. 

What is the maximum amount of money the company would receive 
from the entire issue of new bonds? 
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Problem X 
Guaranteed Bonds 

On December 31, 1917, the San Antonio and Arkansas Pass first mort- 
gage 4% bonds were outstanding to the amount of $17,544,000. These 
bonds were guaranteed principal and interest by the Southern Pacific 
Company, which held $404,000 in its treasury. For the year 191 7 the 
following is the abbreviated operating account of the San Antonio and 
Arkansas Pass Railroad. 

Gross Earnings $4,178,191 

Operating Expenses 3»5i7»594 

NonrOperating Income 170,910 

Taxes I95»i03 

Rentals 27,283 

Interest on Equipment 

Obligations i4»50o 

Floating Debt Interest 232,978 

Miscellaneous Expenses Ii707 

To what extent was the railroad a source of direct profit or a direct 
burden to the Southern Pacific Company? Does this indicate that the 
road was necessarily a profitable or unprofitable subsidiary? Explain. 



Problem XI 
Priority of Interest Claims 

The Eastern Valley, Sumpter and Southern Railroad has outstanding 
the following sectuities: 

I 

Sumpter Division (Main Line), First Mortgage Bonds 6% $1,000,000 

Sumpter Division (Main Line), Second Mortgage Bonds 5% 500,000 

First Mortgage Bonds 4% 4,000,000 

Debentures 5% 2,000,000 

Branch Line First Mortgage Bonds 7% 300,000 

General Mortgage Bonds 5%. ^ 3,000,000 

Income Bonds 6% ' 1,500,000 
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First and Refunding Mortgage Bonds (open end issue) 5% $2,600,000 

First Preferred Stock 4% 6,000,000 

Second Preferred Stock 4% : 2,000,000 

Common Stock 10,000,000 

Its operating account during the year ending June 30, 19 14, was: 

Gross Revenue from All Sources $2,228,000 

Operating Expenses, Including Maintenance 1,492,000 

Taxes 37,000 

Improvements and Betterment 49,000 

What capital payments may or should the corporation make? 



Problem ZII 
Income Bonds 

The Western Mississippi Railroad had outstanding $3,000,000 prior 
lien 5% bonds and $3,000,000 cumulative income 6% bonds. The latter 
were cumulative from January i, 1917. In 1917 the corporation paid 
2.85% on the income bonds. The income and expense account for.1918 
stood as follows: 

Total Operating Revenues $1,354,748 

Maintenance of Ways and Structures 126,738 

Maintenance of Equipment 189,854 

Transportation 427,877 

Traffic 33,825 

General Expenses 44,797 

Taxes 84,665 

Uncollected Revenue 513 

Income from Rentals 16,271 

Interest and Dividend from Subsidiary Companies 5,598 

Miscellaneous Non-Operating Receipts 1,302 

Hire of Equipment, Dr 7,740 

Rentals, Dr 14,508 

New Construction 82,617 

Piu-chase of Ferry-boat 17,016 

Insurance 1,871 

Stokes Hill Cut Off 31,612 

What percentage, if any, should be paid on the income bonds for 191 8? 
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Problem Xm 
Equipment Trust Obligations 

The Northern Maine and Penobscot Raihroad acquires a collection of 
miscellaneous equipment at a total cost of $2,000,000. It pays 10% of cost 
price at the time the equipment is delivered. The remainder is obtained 
through the issue of equipment trust certificates, bearing 5% interest, and 
maturing in equal semiannual instalments for a period of 10 years. The 
certificates were sold to bankers at gy}4 less }i point commission. The 
legal and other expenses attendant upon the issue amoimted to $3,800. 
These expenses, together with the discount, were amortized evenly over the 
life of the certificates. 

What was the total charge, because of this equipment trust, during the 
eighth year after issue? 



Problem XIV 
Relative Security of Equipment Obligations 

The Southeastern Railroad issued as of January i, 1914, $4,000,000 
equipment trust certificates, bearing 5% interest, based on the purchase of 
standard steel underframe cars costing $4,500,000. These certificates ma- 
ture in 10 equal annual instalments. Suppose that the underframe car 
has a life of 15 years, at the end of which it has a scrap value of 10% of the 
original cost. Also, that the decline in value of the equipment is regular 
and uniform throughout the period. What is the relative margin of secur- 
ity, i.e., ratio between par value of security and actual value of property 
of an equipment certificate of $1,000 par value held by an investor Jan- 
uary 2, 191 9? Suppose that the cost of such cars increased from January, 
1914 to January, 1919, by 118% and suppose the value of the property be- 
hind the certificates is determined by the method known as "reproduction 
new less depreciation," what would be the margin of security to the in- 
vestor? 



FORM AND CHARACTER OF SECURITIES 



II 



Problem XV 
Lien of Preferred Stock on Assets 

James Edgerly owned about */« of the common stock of the Edgerly 
Manufacturing Company engaged in the manufacture of brass, bronze, 
and copper specialties. The company had been a success for over 20 
years, during which time Edgerly, himself, had been the executive 
manager for 18 years, or since the death of his father. On March 10, 
192 1, Edgerly committed suicide. A committee of the preferred stock- 
holders, after careful study of the situation, decided to liquidate the busi- 
ness. They reported the balance sheet, as of March i, 1921, as: 



Assets 

Real Estate, Land , Cost $ 1 00,000 

Buildings 216,000 

Machinery 634,000 

SmaU Tools and Miscel- 
laneous Equipment. . . 65,000 

Raw Material, Cost 492,000 

Goods in Process 1 16,000 

Finished Goods, Unsold, 
or Else Held for Can- 
celled Orders, Cost. . . 221,000 
Accounts Receivable. . . 79»ooo 

Notes Receivable 1 1 1 ,000 

Cash 22,000 



LiabilUies 

Capital Stock 

Common $500,000 

Preferred, 7%, non- 
cumulative 750,000 

First Mortgage Bonds, 

5%, Callable at I02>^ 300,000 

Notes Payable 216,000 

Accounts Payable 97,000 

Surplus 193,000 



$2,056,000 



$2,056,000 



The land on which the factory building stands is sold for about 28% 
above the cost, but the building itself will have to be torn down and will 
yield nothing to the shareholders. The machinery has for years been 
carried on the books at cost, without depreciation. It is sold for junk at a 
price of about $40,000. About $10,000 is realized from the sale of the 
small tools. 

The crisis in the affairs of the company was brought about by the sud- 
den decline in the price of raw material. About 46% of cost is realized on 
the raw material account. The goods in process are finished at an expense 
of $15,000, after which they are sold for about $33,000. The finished 
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goods, being mostly unmarketable specialties, realize only about 20% of 
the cost. A loss of 1 2% is taken on tiie open accounts. The notes receiv- 
able are all endorsed by a commission house, which acquires them imme- 
diately at a discoimt of 2%. In the liquidation of the company the pre- 
ferred stock has priority over the common. 

What will the holder of one preferred share receive as a liquidating 
dividend? 



Problem XVI 
The Payment and Funding Preferred Stock Dividends 

(This problem involves some knowledge of accounting) 

The City Manufacturing Corporation had outstanding, January i. 
1919, $3,000,000 common stock, $3,000,000 7% cxmiulative preferred 
stock upon which there had accumulated 63% of unpaid dividends. But 
during 1919 the corporation, by reason of war conditions, had accumulated 
a profit and loss surplus, after payment of and reserves for taxes, of 
$3,763,000. The corporation had no bonded debt. Of this stirplus all but 
$27,300, carried as cash, had been invested in extensions of plant or in 
increased net assets. To reduce the current assets would disturb the 
pleasant relations with creditors, and the directors were opposed to in- 
creasing the current borrowings at the banks. They wished to declare a 
3% dividend on the common stock, which would involve the payment of the 
accumulated dividends on the preferred. To accomplish this end the pre- 
ferred stockholders were offered— and the latter accepted — a cash divi- 
dend of 23% and the remainder in 6% first mortgage bonds taken at par. 
To carry out the plan the corporation issued $3,000,000 lo-year first mort- 
gage 6% bonds; all not taken by the preferred shareholders were sold to 
bankers at 90. 

Prepare a balance sheet of the City Manufacturing Corporation as of 
January i, 191 9, creating for the purpose reasonable entries for items not 
specifically mentioned in the problem. Then, using the same balance sheet 
as a basis, show the balance sheet of the corporation after the dividends on 
the two classes of stocks have been paid. 
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Problem XVn 
Issue of Convertible Bonds 

The Wilkesboro and Southern Raikoad has outstanding $3,000,000 first 
mortgage 5% bonds; $2,000,000 of preferred stock having non-cumula- 
tive 4% dividends and $2,000,000 common stock. Its first mortgage bonds 
sell for 103; its preferred stock for $66 a. share; and its common stock for 
$48 a share. The earnings warrant a 2% dividend on the common stock, 
the market price has risen from $13 a share to the present level during the 
last 15 months. 

One million dollars is required for expansion. Bankers offer to buy 
at 90% $1,500,000 20-year second mortgage 5% bonds, or at par $1,500,000 
6% debenture bonds convertible into common stock on the basis of So. 
The directors chose the latter alternative. In 3 years the common stock 
has risen to $9 3 a share and all the convertible bonds have been converted. 
Meanwhile the dividend has been increased to 7%. 

What is now the greater cost of capital of the second alternative over 
the first? Had the directory been able to forecast the movement of the 
common stock at the time the bonds were issued, should they have issued 
the second mortgage bonds rather than the convertible debentures? Ex- 
plain your answer. 



Problem XVIII 
Conversion Ratio 

A certain issue of 4% bonds of the Union Pacific Railroad was oonvertr 
ible in the common stock at a ratio of 175%. At one time the common 
stock was selling at 148 and paying. 10%. The bonds were selling at 97. 
An investor placed $9,700 in the bonds, with the intention of converting 
them into the stock when it was profitable so to do. Exactly 2 years later 
the stock, meanwhile paying the same rate of dividends, sold at $175 a 
share. The investor converted. 

How much more profitable would it have been for him to have bought 
the stock 2 years before? Do not consider interest on interest. 
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Problem XIX 
Conversion Ratios 

A certain issue of the 4% bonds of the Erie Railroad is convertible into 
the common stock at 60. The bonds are acquired at 47. 

What is an equivalent, i.e., corresponding price for the common stock? 



Problem XX 
Conversion Profits 

The 4J^% bonds of the Baltimore and Ohio Railroad are convertible 
into the common stock at 110%. Ten thousand dollars par value of the 
bonds are pvirchased at S2H, the speculator borrowing the money at 5% 
interest, interest pajrments being made semiannually. The bonds are 
held exactly 3 years at which time they are converted. The common stock 
received is immediately sold at $103 a share. 

Compute the speculator's entire profit or loss. 



Problem XXI 
Conversion Values 

A corporation known as the Gas Securities Corporation issued on 
March 10, 1913, some 6% i-year notes at 98. Between March 10, and 
May 10, the notes could be converted into $1,000 preferred stock and $300 
par value of common stock. Thereafter, on the tenth of each month, the 
amount of common stock to be received on conversion was reduced by $10, 
par value, so that during the last month of the year the notes ran, only 
$200 of the common stock was given. On August 18, 1913, the preferred 
stock had a value of $78 a share and the common stock a value of $S a 
share. 

Did it pay the purchaser of a note to convert? 



Part II — The Promotion of Corporations 



In the solution of these problems attention should be 
given particularly to the formulation of the financial plan. 
Sharp distinction should be made between financial plans 
of a speculative industrial as compared with an established 
public utility corporation. 

The comment and solution of Problem XXII, the Arra- 
bassett Power Company, is given for illustrative purposes. 
Attention of the students should be drawn especially to the 
difiference between the financial plan of the Arrabassett 
Power Company and that of a small industrial such as that 
represented by the first three or four problems of the book. 

Problem XXn 

The Arrabassett Power Company 

In 191 2 James Stetson, an electrical engineer, developed a water-power 
on the Arrabassett River 14 J^ miles above Galesboro, a city of 27,000 
inhabitants. He acquired, for a cash payment of $316,000, the local dis- 
tributing system of Galesboro. The hydroelectric development alone 
cost $617,000 and the transmission line, substation to Galesboro, $46,000. 
This total money cost was met by advances from a syndicate headed by 
William Sampson and Company, under an agreement by which the Samp- 
son firm obligated themselves to sell bonds and preferred stock of the enter- 
prise (after it had been in operation a year) so as to yield enough money 
to reimburse the syndicate for its cash advances together with 6% inter- 
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est and 2% commission. The common stock was to be divided so that 
}i went to Stetson, H to William Sampson and Company, and H to the 
individual tmderwriters. The Sampson firm were underwriting members 
of their syndicate to the extent of a Vx« interest. The developments and 
physical connection with Galesboro were completed November 8, 191 2. 
The calendar year of 19 13 showed the following earning statement of the 
hydroelectric development and the distributing system at Galesboro. 

Gross Earnings $339)000 

Operating Expenses (including taxes) 162,000 

$177,000 

On the basis of this showing the Galesboro Electric Power Company 
was organized with the following capitalization: 

First Mortgage 30-year, Sinking Fund 5% Bonds (closed 

issue, callableat 105) $1,000,000 

6% Preferred Stock ($500,000 authorized) Issued 250,000 

Common Stock 1,500,000 

William Sampson and Company sold the entire issue of bonds to M. U. 
Harlow and Company for 88>^, who retailed them to investors for 93^* 
They sold the issue of preferred stock to a group of 6 small banking houses 
for 90, who, in turn, sold the stock to small investors for 98^^. The two 
issues, therefore, netted the company $1,1 10,000. The entire advances of 
the syndicate, including interest, expenses, and commissions amounted to 
$1,082,000. The balance of $28,000 was returned to the company's treas- 
ury; the common stock was distributed in accordance with the original 
syndicate agreement. 

The business prospered. In the eiarly spring of 1916, Stetson acquired 
options on the distributing systems in 6 neighboring towns and cities, 
with the intention of promoting a large operating company deriving its 
power from an enlargement of the original Arrabassett development. 
Four of these towns lay within 4 miles of the power station of Galesboro; 
the two cities were on opposite sides of a river 26 miles away, in the op- 
posite direction from Galesboro. 

The following few facts are pertinent: 
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Stetson estimates that improvements at the power-station, in ordei to 
furnish ample power, will require $280,000. A new transmission line to 
Sumpter and Fort Riley will cost, with substation, $1 18,000. Subordinate 
lines from the power-station or from points on the Galesboro line to reach 
the four small towns will cost $18,000. As soon as the connections are 
completed from the 6 new towns and cities with the power-house the pre- 
vious operating ratio will be cut 12% immediately. This will, however, 
entail an additional expense of $400 in the operation of the power-house, 
the costs of which are included in the statement of the Galesboro Elec- 
tric Power Company. It will require until September i, 1916, to complete 
the improvements at the power development and to build the tiecessary 
connecting lines. 

Stetson further estimates that if the expenditures on the respective 
distributing systems for the 6 new towns and cities are made, there will be 
an increase of at least $42,000 in gross earnings during the year immediate- 
ly following the improvements. Furthermore, when there has been this 
increase in gross revenue the composite operating ratio, including Gales- 
boro, should show a further decline of 2%. Without expenditure for im- 
portant betterments, Galesboro will show a rate of increase of gross of 
about the average for the last 3 years. 

Prepare a financial plan for the promotion of the Arrabassett Power 
Company which shall bring together into a single operating company the 
seven properties. 

Arrabassett Power Company 
Comment and Solution 

General Comment. An inspection of the data of the problem shows the 
following important pertinent facts: 

1. Control, (a) Through the distribution of the common stock of the 
Galesboro Electric Power Company, Stetson receives $500,000 or a third, 
William Sampson and Company receives $760,000. The two interests, 
together, therefore, control the equity of this property, (b) The control 
of the new Arrabassett Power Company will rest with the same interests 
as the Galesboro Electric Power Company; the latter will form the nucleus 
of the new power company. 

2. Past earnings. Considering the available data the aggregate earn- 
ings of the 7 properties to be combined are: 
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Average of Preceding 3 Years Preceding Year (191 5) 

Gross Earnings.. $600,100 $615,800 

Net Earnings. . . 271,500 281,200 

3. Money requirements. Since Stetson and the Sampson firm control 
most of the common stock of the Galesboro Electric Power Company, the 
problem will be to finance the purchase of the other 6 properties. This will 
require at a minimum $384,000 in money. This leaves outstanding I842,- 
000 par value of bonds, not considering the Galesboro securities. 

In addition $416,000 will be required before September i, 1916, for 
making the connections. Likewise, $157,000 must be spent immediately 
for improvements in the 6 towns. In case the promotion should be planned 
so as to extinguish or refund the underl3ring bonds, cash would have to be 
provided in addition for the acquisition of $1,000,000 Galesboro bonds and 
$842,000 of bonds of other corporations. 

4. Future earnings. On the presumption of the general accuracy of 
the estimates We may infer the following facts: 

(a) The operating ratio of the 6 towns (not including Galesboro) 

in 1 9 1 s was 6 7%. Connections with the Galesboro power-house 
will reduce this to 55%. These connections will be finished 
September i, 1916. They will entail an increase of $400 in the 
Galesboro operating expenses. 

(b) The first full year for which the estimates are applicable is the 

year September i, 1916, to September i, 191 7, 

(c) There will be an increase of $42,000 in the gross earnings of the 

6 towns (not including Galesboro) for the year September i, 
1916, to September i, 191 7. 

(d) The rate of increase of gross for Galesboro alone will be continued 

through the year ending September i, 191 7. This rate of in- 
crease is to be computed as follows: 

Gross for Galesboro Calendar Year 19 13 $339fOOO 

Gross for Galesboro " " 1914 354,8oo« 

Gross for Galesboro " " 1915 364,600 

Rate of Increase 1914 over 1913 $15,800 or 4.7% 

" " " 1915 " 1914 9,800 or 2.8% 

Average Rate of Increase 3'7% 



* Computed as follows: Let x represent 1914. ^^^' ^' ■■ I3S2.80O. 

3 
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During the calendar year 1916, Galesboro would have a gross of 
approximately $378,100. During the calendar year 191 7, the 
gross earnings would be $392,100. By dead reckoning the 
gross earnings for the year from September i, 19 16, to Septem- 
ber 1, 191 7 would be roughly $387,400. 

(e) The operating ratio for Galesboro alone would remain constant, 

except that the operating expenses would be increased by $400 
due to the expansion. 

(f) The operating ratio for the entire properties, all seven, will be 

decreased by 2%. 

On the basis of these facts we may proceed to estimate the gross and 
net earnings of the entire promotion, for the year ending September i, 
191 7, as follows: 

Gross 

Galesboro $387,400 

Six Towns 293,200 

Total .$680,600 

The estimate of the operating- expenses and net earnings is much more 
complicated. The problem is not clear as to whether the reduction of 1 2% 
in the operating ratio for the 6 towns applies before there has been an 
increase of $42,000 due to internal improvements, or after. The problem 
seems to imply that this reduction is quite independent of the reduction of 
2% in operating ratio for the entire properties following the total increase 
of gross earnings. We will assume that the internal improvements are all 
made before September i, 1916, since the wording is "amount to be spent 
immediately for betterments." Consequently the operating expenses for 
the 6 towns alone would, for the year from September i, 1916, to September 
I, 1917, be 55% of $293,200 ($251,200 gross for 1915 plus $42,000 addi- 
tional due to internal betterments) or approximately $161,300. This 
leaves net earnings of $131,900 for the 6 towns alone, for the year in ques- 
tion. 

The operating ratio for Galesboro for 1915 was 46% approximately. 
The operating expenses for the year from September i, 1916, to September 
I, 191 7, would be $178,200 — ^without considering the additional $400. 
This would increase the operating expenses to $179,600. It would leave 
net earnings for Galesboro of $210,100. Putting these figures together 
(and still omitting from consideration the general reduction of 2% in 
operating expenses) we have: 
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Gross Operating Expenses Net 

Galesboro $387,400 $178,600 $208,800 

Six Towns 293,200 161,300 I3i»900 

Totals $680,600 $339,900 $340,700 

This represents an operating ratio of 50%. There will be a reduction of 
2% for the entire consolidated property— 48%. This will bring about the 
following estinmted statement of the entire consolidation for the year 
from September i, 1916, to September i, 1917: 

Gross Earnings $680,600 

Operating Expenses 326,700 

Net Earnings $353,900 

We may now proceed to the discussion of the financial plan of the new 
consolidation. The bankers have before them 3 possible general plans, 
subject to almost an infinite number of modifications. 

1. Advance, either themselves or through a sjnidicate, enough money 

to carry out the promotion. Hold the sectuities until the es- 
timated earnings are actually realized. 

2. Pay off all the bonds and create an entirely new financial plan. 

Enough of these new securities would then be sold to furnish 
the money to pay the bonds and make the improvements. 

3. Form a holding company which would own only the equities in the 

7 subsidiaries. All the underlying bonds, so far as possible, 
and the preferred stock of the Galesboro Electric Power Com- 
pany would remain outstanding. Holding company bonds and 
stocks would be sold to obtain money for the minimum cash 
requirements. 

A comparison of these general plans shows that the first involves the 
greatest risk to the bankers. It would bring, however, in case the esti- 
mated earnings were actually realized, the bankers and prestmiably the 
promoter, the greatest profit. The second plan would involve the largest 
immediate cash requirement, the third plan the least cash requirement. 

The spring of 19 16 afforded an excellent market for securities. High 
grade public utility bonds commanded a 4.80% market, good grade a 
5.10% market, meditun grade a 5.45% market. Bankers would recognize 
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• 
this. They would wish to take advantage of it. They would therefore dis- 
card the first plan of a carrying syndicate. 

The execution of either of the second plans would involve the immedi- 
ate sale of securities. These securities would be sold on the basis of past 
earnings and future prospects. Let us consider exactly what is the outlook 
for new securities on the basis of past earnings only. 

Provided the Galesboro, Belgrade, Clifton and Sumpt^ bonds are not 
paid or refunded, they will require a fixed charge of $86,180 a year, to 
which must be added the preferred stock dividend on the Galesboro 6% 
preferred stock, $24,000, making $110,180 of fixed and contingent charges 
ahead of any charges to be created in paying for the properties and im- 
provements. . The properties and improvements will require $957,000, 
aside from the underlying securities mentioned in the preceding sentence. 
Granting, for the purposes of " trying out " a plan, that this money will cost 
the new company 6%, the added charges are $57,420, making a total 
charge of $167,600, to compare with actual net earnings of $281,200 and 
prospective earnings of $353,900. This was not, even in 1916, a particu- 
larly strong showing upon which to issue definite securities. It could be 
used, however, provided the cash to be raised was small in amount and the 
bonds sold to obtain the cash secured by a first mortgage — ^without prior 
lien— on the entire property. 

The Galesboro bonds were stronger than any bonds likely to be issued 
by the consolidated company. They must be either paid off or exchanged 
into new securities on a very favorable basis. This applies with less force 
to the Galesboro preferred stock. 

The Belgrade and Sumpter bonds, yielding only 4% and representing 
unsubstantial liens on small properties, could surely be exchanged into 
new bonds. Owing to the narrow margin of earnings available, the Clifton 
bonds could be exchanged on about an even basis. A small premitun or 
discount, either way, on the refunding of these three small bond issues 
would not be of much importance in determining the general financial 
plan. 

On the basis of past earnings only, $2,800,000 of 5% first mortgage 
bonds could be issued, since bonds of a public utility such as this shotdd 
show past earnings at least twice interest charges. This would absorb 
$140,000. Preferred stock to such an amount could be issued that the 
dividend would not absorb more than a third to two fifths of the remaining 
earnings. This would permit the issue of $750,000, 7% preferred stock. 
The amotmt of common stock is tmimportant, except to the holders of the 
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• 
$300,000 common stock of Galesboro not held by Stetson and Simpson. 
An equitable adjustment of this will be discussed presently. 

We have therefore the following senior securities to use in the promo- 
tion: 

First Mortgage 20- Year 5% Bonds $2,800,000 

Preferred Stock 7% 750,000 

An offer is now made to the holders of the |i, 000,000 Galesboro bonds 
to exchange them, par for par, into the new bonds together with a cash 
bonus of 1 0% or $100 a bond. This would enable the holders to mark their 
bonds down to Ss}4. A medium grade 5% public utility bond, showing 
net earnings of twice interest charges, was worth about 88 in the spring o£ 
1916. We will assume, therefore, that the proposition is accepted by some 
95% of the bondholders. The remaining 5% of bonds are called at 105 
and the Galesboro mortgage is cancelled. 

The holders of the Belgrade, Clifton and Sumpter bonds are offered par 
in new bonds. The offer is accepted, with the exception of the holders of 
$6,000 par value of bonds. This amount of money is deposited with the 
respective trustees and then the mortgages are cancelled. 

These refunding operations absorb $1,786,000 of new bonds, and cost 
'as follows: 

Bonus to $950,000 Galesboro Bonds $95,000 

Calling $50,000 Galesboro Bonds S^tSOO 

Deposit on Small Bond Issues 6,000 

$153,500 

As stated earlier the properties and the contemplated improvements 
will cost $957,000 in money (aside from the bonds to be refunded and the 
Galesboro common and preferred stocks). With the money required for 
the bond refunding, there must be raised $1,110,500. 

The preferred stockholders of the Galesboro Company are offered new 
7% preferred stock in exchange for their old 6% preferred stock. 
The bankers who placed the Galesboro preferred stock are given 5% 
bonus in new preferred stock for effecting the exchange. Simpson and Co. 
will purchase this bonus at 80%, so that the bankers can receive a cash 
commission of 4%. All the preferred stock is exchanged. It absorbs 
$262,500 of the preferred stock. There remains, therefore, $1,014,000 in 
new bonds and $487,500 in new preferred stock with which to raise $1,1 lo,- 
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500 in money. The bonds, the entire remainder, are sold to M. U. Harlow 
and Company, who bought the original Galesboro bonds, for 85%. This 
sale gave the promoters $861,900. The promoters then sold $300,000 of 
the preferred stock for 87%. This yielded the company $261,000. The 
total money realized from the sale of securities was, therefore, $1,122,900, 
ample to meet the actual money requirements. The unsold preferred stock 
passed into the treasury of the new company. 

Some nominal amotmt of common stock was issued. This was deter- 
mined by the exigencies of the situation. Suppose an issue of $3,000,000 
was used. On the basis of the past earnings this issue of common stock 
showed, after fixed and contingent charges, about 3%. The common stock 
of the Galesboro Company showed earnings of about 8%. The holders of 
the $300,000 par value, just one fifth interest of Galesboro common stock 
not held by Stetson and the Simpson firm were offered 2 shares of new 
common stock for one share of Galesboro, a one fifth interest in the new 
company. The offer was unanimously accepted. This required the issue 
of $600,000 new common stock. The remaining $2,400,000 was divided 
equally between Stetson and William Sampson and Company. 

In this particular solution of the problem it is assumed that a 5% first 
mortgage, 20-year, public utility bond could be sold to the public at about 
90. This was true in the spring of 1916. It certainly was not in the spring 
of 192 1 . If, therefore, no available market exists for the bonds, some other 
means must be found of furnishing the proportion of the cash requirement 
that, had a market existed, would have been realized from the sale of the 
bonds and preferred stock. 

If interest rates are such that new first mortgage bonds cannot be sold 
except on an 8% or S)^% basis, as in the spring of 192 1, some other solu- 
tion of the problem would have to be adopted. 

The course adopted in such a case would depend on the confidence of 
the promoters in their estimate of the earnings for the year after the im- 
provements were completed, in this case the year ending September i, 
191 7, and upon their belief regarding the future course of interest rates. 
Assuming that they had implicit confidence in their estimates and believed 
interest rates were falling, the promoters might wisely secure the necessary 
money by the issue of 7% 2-year notes at 98. The best course in such a 
case would probably be to secure the refunding of all the underlying bonds, 
in the manner described in the solution of the problem, and then to hold the 
remaining $1,014,000 bonds in the treasury of the new corporation. The 
promoter would then issue $1,200,000 8% second mortgage 2-year notes, 
jtmior to the bonds, but senior to the preferred stock. At the end of the 
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2 years, provided the promoters' estimates of earnings were actually real- 
ized, the treasury bonds could be sold to meet part or all the notes. Mean- 
time, too, the increased earnings will have made easier th6 sale of the pre- 
ferred stock held in the treasury. 

In case the promoters have not implicit confidence in their prediction 
of earnings, and if they do not care to assume the risk of the issue of short- 
term notes, then the ''block" plan should be used. In such a case the 
amount of the issue of the common stock should be further increased so 
that an apparently liberal bonus of common stock may be given away 
without jeopardizing the control of the company by the promoters and 
bankers. 



Problem XXm 
Promotion of a Company for Exploiting a Small Pataited Device 

A man by the name of Watkins invented a small device to be carried 
in the pocket for sharpening pencils. It could be manufactured for 6 cents, 
if ordered in lots of i ,ooo. The inventor wanted a half interest in the busi- 
ness, and would surrender the other half in return for sufficient capital to 
exploit the patent. There were no orders in sight and the inventor had no 
idea how to market his invention. A private brass manufacturer became 
interested in the invention and offered to furnish $s,ooo capital at the out- 
set, and $io,ooo more within a year, provided the initial sales indicated 
that the public would buy the device. 

Prepare a plan for the promotion of the "Little Wonder Pencil Sharp- 
ener Company." 



Problem XXIV 
The Problem of the Promoter 

Amos Jenkins brought to Edward Riley and Company, investment 
bankers, the proposition of financing a new shoe factory; of which Jenkins 
was to act as general manager having executive charge of the new business. 
Edward Riley and Company obtained a report on Jenkins from a mercan- 
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tile agency, as a preliminary step. The r^)ort stated that Jenkins was a 
very able shoe manufacturer, particularly skillful in the purchase of raw 
materials. He had been accused by one employer of securing secret rebates 
from a large leather house and had immediately withdrawn without at- 
tempting to disprove the accusation. -He had been refused by the First 
National Bank a line of credit in case he should build a shoe factory of his 
own. He had been sued by his father-in-law for converting to his own use 
— for margins on stock exchai^e transactions — 12 bonds owned by his 
sister-in-law. The case had been settled out of cotut. He had a "poor 
pay" reputation for meeting hissmall living bills. Edward Riley and Com- 
pany were convinced that the project was sound economically. 

How could they safeguard themselves against such a man as the iner- 
cs^tile' agency described? 



Problem XXV 
Promotion of a Sjpecialty Corporation 

An inventor has secured patents on a lens consisting of a series of glass 
prisms, for throwing the light from automobile headlights downward. The 
headlights of machines equipped with the device conform with certain 
state laws. A promoter is about to organize a company, for the exploita- 
tion of the device. He has contracted to pay the inventor $10,000 in cash 
for the patent rights which are to be assigned to the new company subject 
to the lien of the purchase money. $5,000 is to be paid within 60 days and 
the balance within 90 days. 

The glass for the lens can be purchased from a Pennsylvania glass 
works for 11 cents a pair. The promoter has leased a small shop for 
assembling and packing the device at $100 a month, which includes power 
and heat. The labor and other costs will be 26 cents on an output of 
500 a week and 18 cents or less on an output of over 1,000 per week. An 
automobile accessory jobbing house has signed a contract to purchase 300 
pairs of lenses a week at 85 cents for one year, provided the company ex- 
pend $10,000 in advertising during the first year. To equip the assembling 
plant $6,000 is required. The promoter, on behalf of the new company, 
has agreed with the accessory jobbing house that the lenses will be sold 
to garages for $1.25 a pair, less 2% cash, and that the retail selling price 
will be fixed at $2.00. The pronioter plans to allow salesmen a gross com- 
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mission of 20% on all sales to garages. A revolving fund of |io,ooo is 
required to place salesmen on the road. For organization expenses |i,ooo 
is required. 

Prepare a financial plan for the promotion. 



Problem XXVI 
Promotion of a Small Shoe Factory 

A small shoe factory, located at L3mn, Massachusetts, manufacturing 
medium grade McKay sewed ladies' shoes has been quite successful. The 
present owner, Jeremiah Johnson by name, began with a small capital, 
only $1 1,400 at the start of the enterprise 2 years before. He has drawn 
out of the business only $2,300 for his own account dtuing the 2 years. 

At the time in question auditors report the following situation: The 
business is conducted in an old wooden building for the use of which the 
proprietor pays $100 a month. $2,730 has been invested in shoe machinery 
and $3,010 in power transmission machinery and equipment. The rest of 
the machinery is under lease from the United Shoe Machinery Company. 
The business has leather, findings, goods in process, and finished goods 
under order, subject to cancellation, of $52,640. It has accounts receiv- 
able of $39,640, on which it has borrowed up to 70%. It has discounted 
customers* notes to the amount of $1 7,300. It has cash of $2,780 and owes 
merchandise creditors $31,810 and banks $8,500 on its own paper. 

Johnson is an able manager. One of the banks, with whom he has deal- 
ings, has introduced him to a capitalist who is willing to put $50,000 into 
his business, provided it be incorporated. 

Prepare a financial plan fair to both Johnson and the capitalist. 



Problem XXVn 
Promotion Under the Auspices of the Local Board of Trade 

The board of trade of a mediiun-size city in western Pennsylvania 
wished to attract an industry to the city that employed female labor. 
There were large steel mills that gave employment to men. 
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A silk manufactarer, Bngalls by name, entered into correspondence 
with the secretary of the board of trade with a view of erecting a silk mill. 
The board of trade offered to secure exemption from taxation for a period 
of 6 years, to donate a factory site of 4 acres and to secure subscriptions to 
$100,000 of the preferred stock of the silk mill provided the total issue of 
preferred stock did not exceed one-half the total cost of the mill and the 
net quick assets. The mill, built and equipped, would cost $500,000. At 
least $200,000 of net quick assets would be required. 

Prepare a financial plan such that the promoter may accept the sub- 
scriptions of the board of trade and also receive outside capital from in- 
vestors and banks. 



Problem XXVm 
Promotion of a Jewelry Business 

Jones, Smith and Brown, small manufacturing jewelers at Attleboro, 
Massachusetts, propose to consolidate their businesses, as of January, 
1921. 

Jones conducts his business in the top story of a brick building. He 
has $4,700 of material and manufactured goods. He is old and wishes to 
retire. He owes nothing, and has done business entirely with a certain 
jobbing house which has paid him cash on delivery, so that he has no out- 
standing accounts. He is willing to take stock in the new company, pro- 
vided it involves no responsibility and has a maximum of safety. 

Smith is a young man, ambitious and thought well of by the banks. 
He does a mail-order busine^ with department and mail-order houses 
mostly outside of New England. Last year his total gross sales amounted 
to $128,000 of which $16,400 remain as net profits after the pa)rment of all 
overhead expenses and the setting aside of reasonable reserves. On Jan- 
uary I, 1921, he is carrying a stock of materials and goods amounting to 
$21,380 and has $14,728 in accounts receivable. He owes one bank $1,000 
on $1,500 of Liberty bonds borrowed from his sister. He has a cash bal- 
ance in another bank of $2,980. He has no merchandise debts. 

Brown has an old established specialty business for the manufacture 
of gold washed chains. He wants to be relieved of responsibility, but does 
not want to retire. In brief his balance sheet is : 



30 FINANCE AND INVESTMENT PROBLEMS 

Assets LiabiUHes 

Plant, a Small Modem Bank Loans $7»2oa 

Brick Building $12,000 Surplus 33>8oo 

Machinery 7,000 

Material and Finished Goods 8,000 

Accosts 1 1,000 

Cash 3,000 



$41,000 141,000 



He made $27,000 the year before; $20,000 he drew out. 
Prepare a plan of consolidation. 



Problem XXIX 
Promotion of a Water Company 

Certain citizens of the small town of Dublin in South Carolina decide to 
organize a private water company. The land about a small lake, 6 miles 
above Dublin is acquired at a cost of $1 1,000. From this lake water is to 
be distributed to the town by gravity. A contractor in Charleston offers 
to put in the water system, including 21 fire hydrants for $130,000. This 
does not include the consumers* services. The town agrees to pay $100 a 
year for each fire hydrant rental. Eight hundred men agree to connect 
their houses and purchase water of the company at an average yearly rate 
of $1 2.50. One factory will be supplied with water on an annual rate of 
$700. Engineers estimate the annual operating expenses, including repairs, 
at $2,900 and depreciation at $2,700. The citizens will subscribe to the 
stock of the company up to $60,000. 

Prepare a financial plan on the basis of which investment bankers in 
Richmond will care to take over the promotion of the company. 



Problem XXX 
Promotion of a Small Water Gas Company 

A gas engineer bought a summer home in the outskirts of a small city 
in New Hampshire. He became interested in promoting a company to 
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supply gas, and solicited help from the local board of trade. The gas house, 
including a U. G. I. set, purifiers, etc., would cost $21,000. The laying of 
the mains would average about $1 a foot. It was planned to lay only 6 
miles of main to start with, on which there were promises of 618 services. 
The gas holders and miscellaneous expenses would amout to ji 1,000. It 
would cost for coal (less by-products), oil, and labor about 85 cents a 
thousand feet of gas, delivered at the holder. The customers would aver* 
age a consumption of about 22,000 feet of gas, each, per year. The price 
to the consumer would be $1.65 per thousand feet. The depreciation 
would be $2,000 a year. Office expenses would amount to $900. A working 
manager's salary would be $1,800 a year, and the miscellaneous expenses 
$900. Repairs to mains and general maintenance of the distributing 
sjrstem would amount to approximately $1,300. The promoter agreed to 
remain as consulting engineer provided he be given a majority of the com- 
mon stock of the new company, all the money for which was to be raised 
by public subscription and to be represented by securities, superior in lien 
on assets and earnings, to the common stock. 
Prepare a financial plan of the promotion. 



Problem XXXI 
Promotion of a Combination of Small Tanneries 

Three qpall tanneries located in Peabody, Massachusetts, each made a 
great deal of money during the Great War. This was withdrawn by the 
proprietors at the end of each year. But on January i, 192 1 each of the 
proprietors found that he had sustained considerable losses during the 
preceding year. These losses were due to the rapid decrease in the de- 
mand for upper leathers and to the very rapid decline in the market of 
hides and leather. This fact of the severe losses was not generally known, 
although the bank from which one of the tanners had increased his borrow- 
ings dtuing the latter part of the year had asked to have the books of the 
tannery audited — a request never before made. 

The following represented the balance sheets (made uniform for pur- 
poses of comparison) of the 3 tanneries as of January i, 1920 and January 
1 , 192 1 (even thousands) : 
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Amos Sampson 

(Established 1890) 



Assets 

1030 

Buildings $100,000 

Machinery. . . . 65,000 

Hides, Current 
Market 174,000 

Hides in Proc 
ess 29,000 

Finished Leather 3,000 

Notes and Ac- 
counts Re- 
ceivable. . . . 110,000 

Cash 35*000 

Deficit 

$516,000 $390,000 



I03I 

$100,000 
60,000 

84,000 

3iOOO 
27,000 



92,000 

6,000 

18,000 



Liabilities 



1930 X(^ai 

Accounts Pay- 
able $172,000 $ 97,0(M 

Notes Payable. 250,000 293,000 

Sturplus 94,000 



$516,000 $390,000 



Edward Dexter and Company 

(Established 1856) 

Assets Liabilities 

* 
1920 1921 1920 193Z 

Buildings $55,ooo $55,000 Capital Stock. . $50,000 $50,000 

Machinery 72,000 70,000 Accounts Pay- 
Hides, Market able 82,000 52,000 

Value 92,000 21,000 Notes Payable . 140,000 120,000 

Hides in Proc- Surplus 83,000 18,000 

ess 32,000 13,000 

Finished Leather 26,000 39,000 

Notes and Ac- 
counts 71,000 33,000 

Cash 7,000 9,000 

$355»ooo $240,000 $355»ooo $240,000 
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Tyler and Small 

(Established 1900) 
Assets Liabilities 

Z920 192 z 192a 1921 

Buildings $ 300,000 $200,000 Capital Stock . . $ 500,000 $500,000 

Machiiiery 318,000 502,000 Account Pay- 
Hides, Market able 165,000 216,000 

Value 178,000 98,000 Notes Payable.. 340,000 200,000 

Hides in Proc- Surplus 8,000 

ess 71,000 4,000 

Finished Leather 83,000 101,000 
Notes and Ac- 
counts Re- 
ceivable 147,000 111,000 

Cash 16,000 23,000 

Deficit 77,000 

$i,oi3,o'K) $916,000 $1,013,000 $916,000 



Sampson has offered to turn over his business with its going organiza- 
tion, to the other proprietors, provided they assume his liabilities. The 
assets, as of January i, 192 1, for all the tanneries have been marked down 
to the low current market values. The replacement cost, less depreciation, 
for the buildings and machinery accounts of all 3 tanneries is at least 50% 
above the amounts at which they are carried. There are approximately 
$2oOyOoo of accotmts payable of the 3 together that must be paid within 
the next 3 months ; the rest of the accotmts will be carried. The bank loans 
will have to be reduced by at leaist $250,000 or else some arrangement 
made with Ihe banks for fimding a portion of the debt. Fully 80% of the 
receivables are represented by shoe paper which is likely to be show. 

Prepare a plan for the promotion of a new corporation to absorb the 
3 tanneries and rehabilitate their weakened credit. 



Problem XXXn 

Promotion of the Georgia Southern Railway 

A certain region is served only by one of the 3 great North-South 
railway systems of the South. The cotton planters wanted to introduce 
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competition. Accordingly one of them went to the chairman of the board 
of directors of another of the large systems known as the Northern Rail- 
way, and suggested that he build a branch line into the region. For va- 
rious reasons it was impractical for the Northern Railway to enter the 
competitive field. Nevertheless the chairman of the Northern Railway 
offered to use his best efforts to assist the planters to build a line of their 
own from Geraky, the junction point on the Northern Railway. He made 
the following offer: 

The Northern Railway would execute a traffic agreement with the new 
road, which will be called hereafter the Georgia Southern Railway, for an 
interchange of traffic by which the Georgia Southern would receive 40% 
on all traffic from stations on its line, the latter agreeing to deliver all 
traffic for points beyond to the Northern Railway at Geraky. On his 
rettuTi the planter ascertained the following facts: The branch line would 
be approximately 96 miles in length. It would reach one city, Sanderson 
by name, of 9,000 inhabitants. The gross freight charges on all the cotton 
shipped out of a belt extending 10 miles on either side of the proposed road 
amounted during the previous year to $5 16,000. The freight receipts from 
other shipments amounted to $187,000. Owing to the feeling against the 
other road it was believed that the Georgia Southern would obtain at least 
% of all the outgoing shipments from the region. 

Planters along the proposed line offered to donate the right of way with- 
out charge. Land for a yard in Sanderson would cost $1,700. The board 
of trade of the city, however, agreed to secure subscriptions to the new 
road amounting to at least $80,000 in money, to be invested in the securi- 
ties of the new road. Cotton planters along the line and merchants in the 
hamlets traversed agreed to provide at least $136,000 under the same con- 
ditions. The chief engineer of the Northern Railway, who had been dele- 
gated by the chairman to consult with the planters, estimated that the road 
could be graded for $54,000 and that the labor in lajdng the track, sidings 
and yards would amount to $116,000, provided the planters would agree 
to provide sufficient laborers at the then prevailing wages. He had been 
authorised by the superintendent of ways and structures, with the ap- 
proval of the chairman of the Northern Railway, to offer to sell the 
planters 70 pound relay rails at $16.80 per ton and to provide second-hand 
cross ties at 27 cents a piece. The station, warehouse and freight house at 
Sanderson would cost $6 2 ,000. Stations at the hamlets would cost $4 1 ,000. 
Switching facilities at Geraky would be provided by the Northern Rail- 
way; switches, signals, frogs, plates, spikes, etc., would cost $11,000. 
Options on 2 second-hand locomotives were obtained for $19,500 each; also 
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4 second-hand passenger cars at $3,200. The chief engineer of the North- 
em Railway offered to put the cars in good working condition for $1,500. 
Freight cars and other equipment would be rented. Incidentals, not speci- 
fically mentioned, were estimated to reach not over $50,000. 

Prepare a plan for the promotion of the Georgia Southern Railway. 



Problem 



♦♦^411 



The Rehabilitation of an Antiquated Electiic Enterprise 

A promoter engineer in Philadelphia heard of an electric situation in 
West Virginia which the owner had offered to sell. He investigated it and 
fotmd the following facts: 

There was an old steam plant, so antiquated and inefficient that, 
in spite of the fact that coal was costing only $1.45 a ton at the 
plant, the generated cmrent was costing the company 4.62 cents per 
k.w.h. at the switchboard. The annual output was about 780,000 
k.w.h., with a very poor load factor. The entire plant would have to be 
dismantled and a new plant built at another site^ This would cost at least 
$130,000 provided the plant was constructed so as to be efficient for the 
present business and to allow for the available new business. There was 
one factory operating on a g-hcur shift, and 2 mills both operating on 2 
12-hour shifts. These 3 agreed to buy their power of the company 
provided the cost would not exceed 2.5 cents per k.w.h. and provided the 
company, through the construction of a new plant, would place itself in 
readiness to furnish adequate and dependable service. 

Owing to the efficiency of the new plant, and provided the 3 large cus- 
tomers were connected, the total annual output, would be increased to ap- 
proximately 1 , 200,000 k.w.h. , ar 1 the load factor much improved. Under 
these conditions the switchboart? cost could be reduced to 2.2 cents pro- 
vided coal remained at the same price. This estimate was based on the 
sale of 360,000 k.w.h. to the 3 large new customers at 2.5 cents and 
an increase in the ordinary business of 7>^% k.w.h, output. Parts of 
the distributing system would have to be immediately rebuilt at a 
cost of $32,000. The financial statement for the preceding year was as 
follows: 
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Gross Earnings, less Discounts $5^,374 

Operating Expenses, Including Salaries, Maintenance, and 
Repairs (no depreciation reserves had been set aside for 

at least 5 years) 44i7i9 

Taxes 518 

Net Earnings ^1,137 

The owner required $225,000 for the property, for which price he 
agreed to deliver the rights, franchises and physical property free from 
debts. 

The future possibilities of the city and its prospective industrial im- 
portance was such that the promoter remarked to friends that he would 
have paid the price for the "situation" or the mere right to do business 
even if there were no established plant and business. He had no money of 
his own. 

Prepare a financial plan by which outside investment bankers could 
undertake to supply the money requisite for the promotion. 



Problem 
Relative Advantage of Financial Plans 

m 

Bates and Company propose one of 2 financial plans to a promoter of 
an electric power development. Which is preferable from the point of view 
of the promoter? Which from the point of view of the permanent welfare 
of the enterprise? 

Total amoimt of money to be raised, $2,000,000. 

/ Plan A 

Bonds, 30-year 6% $1,600,000 

Preferred Stock, 7% 800,000 

Common Stock 3,000,000 

The bankers will purchase the securities in blocks 

$1,000 in Bonds ) 

500 in Preferred Stock V for $1,250 
750 in Common Stock ) 

Of the $1,800,000 par value of common stock remaining the promoter will 
take half and the bankers half. 
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PlanB 

Bonds, 30-year 7%. . $1,200,000 bought by banker3 at 90 |i,o8o,ooo 

Preferred Stock 8% . i ,000,000 bought by bankers at 70 700,000 

Common Stock 4,000,000 of which $2,200,000 is bought 

by bankers at $ i o a share. . . . 220,000 

The remainder of this goes to the promoter. 



Problem XXXV 
The Promotion of the Cascade Power Company 

The Tompkins Falls Power Company was promoted in 1913 and its 
hydroelectric development at Tompkins Falls on the Ocmulgee River was 
finished in 191 5. It was successful from the first. It was found possible to 
develop considerably more electric energy than could be profitably sold in 
the immediate environs. Twenty-seven miles away were 4 small electric 
light companies, located at Burleyville, McGregor, Milford, and Adams 
Center. 

Milford, the largest, was geographically the center of the group and 
the other 3 were all located within 3 miles of Milford. Burleyville had a 
large chair factory and was coimected by a small xmprofitable electric 
railway with the center of Milford. Each town had its separate steam 
electric generating plant and the Milford and Burleyville Railway Com- 
pany also had its own steam plant. The management of the Tompkins 
Falls Power Company proposed to acquire the 4 electric companies (but 
not the street railway) and to form the Cascade Power Company, the 
latter to acquire all the property previously owned by the Tompkins Falls 
Power Company and the 4 distributing companies. Each of these has 
been reasonably successful, although increasing costs of coal have dimin- 
ished the net profits of the 4 distributing companies. Great economies 
are therefore expected to result from closing the separate steam generating 
stations and connecting all the distributing systems with the hyuroelectric 
company. 

The following represents the capitalization of the 5 companies just 
before the organization of the Cascade Power Company: 
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Bonds 

Preferred Stock. . 
Common Stock. . 



Tompkins 
Palls 



12,000,000 s's 

600,000 n.c. 6% 
3.000,000 



BURLBYVILLB 



McGrbgor 



1 160.000 6's 
None 
250,000 



$ 450.0005*8 

None 
X. 000, 000 



MiLFORD 



IZ.000,000 5'b 
500.000 c. 7% 
00.000 



Adams 
Cbntbr 



None 

None 

I60.000 



Earnings 
(EvBN Thousands) 

AVBRAGB 5 YBARS 


Tompkins 
Palls 


Burlbyvillb 


McGrbgor 


Milford 


Adams 
Cbntbr 


Gross 


$583,000 
340,000 


$28,000 

14,000 


I187.000 
64,000 


$337,000 
153.060 


$38,000 


Net 


0.000 







Prbceding Ybar 
(BvBM Thousands) 



Gross 

Net.. 



Tompkins 
Palls 



$684,000 
417,000 



Burlbyvillb 



$36,000 
15,000 



McGrbgor 



$219,000 
61.000 



Milford 



$401,000 
162.000 



Adams 
Cbntbr 



$40,000 
2,000 



The Adams Center plant was owned by a man, Simons by name, 
wealthy for that neighborhood, now 66 years of age. He had just previous- 
ly married a young lady of 2 2 , who wished to leave the prosaic surroundings 
of Adams Center. Accordingly Simons offered to sell the property for 
$40,000 cash. The preferred stockholders of Tompkins Falls and Milford 
were each offered new 7% preferred stock in the Cascade Power Company. 
The bondholders of each of the companies were offered 80% in cash for 
their bonds or the privilege of exchanging them for the 5% first mortgage 
bonds of the Cascade Power Company, "when, as and if'* issued together 
with a bonus of 2j^%. 

Engineers estimated that the transmission lines necessary to connect 
the hydroelectric generating station to each of the distributing systems 
together with the necessary substations will cost in actual investment 
$117,000. It will require $27,000 to revamp the distributing system at 
Adams Center. $292,000 should be spent during the first year in the other 
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3 towns. This would increase the gross earnings of the 4 distributing com- 
panies by 27%. In addition, the electric railway company agreed to buy 
not less than 500,000 k.w.h. a year at 2 . 1 5 cents metered on the primary side 
at the Milford substation. Without reference to the capital charges, but 
including line and transformer losses, electricity so deHvered would cost 
the company 73 cents. Without reference to the street railway contract 
the changes and improvements enumerated, would reduce the operating 
ratio of the 4 distributing companies by 13%. The normal annual in- 
crease of the gross earnings of the hydroelectric company alone had been 
9%, and engineers estimated that the cost of operation for the territory 
and customers previously served by it alone would be decreased after the 
oonsolidation by i>^%. 

Prepare a financial plan for the promotion of the Cascade Power 
Company. 



Problem XXXVI 
The Nissitissett Development 

Three men undertake the promotion of a hydroelectric power develop- 
ment in northern New York State. An engineer whom they have em- 
ployed, reports the following essential facts : A river with a natural fall of 
6 feet and rough water for half a mile above the falls can be developed by 
building a cement dam at or near the natural fall. This will cost, without 
machinery, $278,000. Lfand on both sides of the natural fall sufficient to 
give control and to erect a power station upon can be acquired for $67,000. 
The land on both sides of the river, above the falls, will have to be acquired 
or condemned. It will involve costs and settlements of at least $81,000. 
Six miles above the rough water the river spreads out over a large meadow. 
This must be acquired or condemned, at a cost of $32,000 and the dam site 
and dam for impounding the water will cost $1 7,000. It will also be neces- 
sary to acquire the land about the outlet of the river from a large pond, in 
order to control the flow, at a cost of $6,000; and damage suits from owners 
of timber, flowed from daming the outlet of the pond, might run to $20,000. 
These expenses, however, would not have to be met at the time of promo- 
tion. The equipment costs would be about as follows : 

Water wheel machinery and installation, and electrical generating 
machinery and power-house would amotmt to $136,000. The rights of way 



40 FINANCE AND INVESTMENT PROBLEMS 

and ooostructiQQ of a transmission line of 32 miles for 33,000 volts, to- 
gether with the transformers will cost $118,000. Engineers estimate that 
with the pondage and storage obtained from the large pond and the 
meadow dam the installation will develop 2, 780 electrical horse power at an 
average of 1 8 hours per day for the entire year. In addition there would be 
at least i ,2 50 horse power during at least 8 months of the year. At the end of 
the 32-mile transmission line is a city of 10,000 inhabitants. The promoters 
obtained an option on the securities of the electric light company in that 
city on the following terms: $185,000 par value of first mortgage 5% bonds 
at 86, $90,000 par value of 6% preferred stock at 88 and $200,000 par value 
of common stock at 62. The preferred stock had no accumulated divi- 
dends and the common stock was then paying 4% a year in dividends. 
Electricity was generated by a steam station of fair efficiency, bult about 
7 years before. It had one k. w. g. e. turbine 7 years old, and one 500 
k. w. g. e. turbine installed the year before. 

The earnings of the company were as follows: 

Next Next 

Previous Year Preceding Year Preceding Year 

Gross Earnings $106,000 $98,000 $81,000 

Operating Expense . . 74,000 67,000 53fOOO 

Net Earnings 32,000 31,000 28,000 

The company had sold 2,684,000 k.w.h. electricity during the pre- 
ceding year, but the load factor was poor. There were 3 knitting mills in 
the immediate locality of the city. These would purchase their power of 
the new development at 2 cents a k.w.h., and agree to take at least 1,000,- 
000 k.w.h. annually altogether. The company could sell its entire surplus 
or secondary power at i cent per k.w.h. 

The promoters decide to buy the distributing system and proceed to 
develop the water power. A new company is formed to absorb the old 
electric company and carry on the development. 

Outline a financial plan. 



Problem XXXVn 
Promotion of a Highly Speculative Hydroelectric Development 

Engineers discovered a water power in Arkansas capable, on develop- 
ment, of producing 28,000 h.p. of electrical energy at a net cost — mainte- 
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nance, labor, and superintendence — ^at the switchboard of only $1 2,000 a 
year. The river above the fall ran through steep banks so that the cost of 
development was very small, about $1,750,000 or less than $65 per horse 
power. But there were few consumers within 50 miles of the falls. The 
engineer planned to attract manufacturing industries that used large 
amounts of electrical energy to locate at or near the development and to 
sell them energy at a very low rate. There are numerous meteorological 
processes that can be used only when an abtmdance of cheap electrical 
energy is available. The engineer had secured an agreement from one of 
these to construct a plant at the fall which would use 10,000,000 k. w. h. 
a year at a ^ce not to exceed i cent. He had other industries in prospect, 
the total gross revenue from which might reach as high as $200,000 for the 
first year. 

Construct a financial plan by which bankers could obtain the requisite 
$1,750,000 required from the public. 



Problem ZXXVm 
The Selling Syndicate 

The Kentucky Eastern Electric Company, a consolidation of 9 small 
electric companies, and a hydroelectric company has just contracted with 
Monson and Company of New York to sell to them $4,oop,ooo first mort- 
gage 6% bonds for Sy}4, Monson and Company form a sjmdicate to ac- 
quire these bonds from themselves at 89. The S3mdicate agreement speci- 
fies that underwriters are to begin to offer the bonds to the public at 94 on 
April I, and that the sjmdicate will close on or before May i. Members 
win receive a selling commission of 3 points on all the bonds they sell and 
win participate in the profits and losses on the syndicate operations, as of 
Ma;y X . James Mason and Company of Buffalo participated to the extent 
of $100,000. On April 23 the managers annoimced that all the bonds had 
been disposed of. At that time James Mason and Company had sold 
$65,000. 

Compute their gross profit. Suppose Monson and Company had 
participated to the extent of $500,000 in their own sjmdicate and had 
actually sold $627,000 at the time of closure. 

Compute their gross profit from the Kentucky Eastern electric 
business. 
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Problem XXXIX 
Syndicate Underwriting for an Established Corporation 



There was a boom period of the textile business, during the later part 
of and immediately following the Great War. It was followed in the 
summer and autumn of 1920 by a very marked reaction. At the height of 
the boom the Continental Woolen Company offered to sell to its stock- 
holders $20,000,000 new common stock at par. The stock was then selling 
at about $112 a share and had sold immediately before as high as $140 a 
share. A sjmdicate was formed which, for a commission of §yi%, under- 
wrote the stockholders' subscriptions. The market for the stock continued 
to fall and only 40% of the subscription was taken by stockholders. In 
order to protect the market the sjmdicate managers had bought 73,000 
shares in the open market at prices ranging from 161 down to 87, an aver- 
age of g6}4' Finally after a series of postponements the sjmdicate was 
dissolved. Meanwhile the managers had paid $1 56,000 in interest for carry- 
ing the S3mdicate commitments and no dividends had been received. The 
stock, at the time of the dissolution, was selling at $53 a share. Harrison 
and Company of Cleveland had subscribed to $2 50,000 of the underwriting. 

What was their actual profit or loss, as computed on the current market 
value of the stock at the time of settlement? 

Omit from consideration syndicate manager's commission. 



Problem XL 
Underwriting Commissions 

The Central Railroad wished to insure the successful sale to its own 
stockholders of $100,000,000 6% debenture bonds at par. Accordingly 
an underwriting syndicate was formed by James B. Manson and Company. 
acting as managers. They received }4 of 1% commission for forming the 
sjmdicate, and the underwriters were paid 2% on their conmiitments- 
Eustis and Qon^any of Sjrracuse underwrote $60,000 of the debentures. 
The subscription was taken up entirely by the stockholders. 

(a) What was Eustis and Company's profit or loss? 

(b) Suppose the stockholders subscribed for only $60,000,000 of the 
debentures and the managers sold the remainder on the open market and 
in Europe at an average of 90%. What was their profit or loss? 
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Problem XLI 
Bankers' Profit or Loss 

James Ellis and Company, established investment bankers of Phila- 
delphia, wish to compute their profit or loss in handling $1,000,000 par 
value of the first mortgage 5% bonds of the Kenyon County Electric 
Company. The following facts are available : 

Before purchasing, the buying department reported the following 
exx)enses: 

Lawyers' Fees ^1,600 

Accountants* Fees 900 

Engineers' Fees 2,700 

Traveling and Other Expenses 1,180 

Qerk Hii*e and Other General Expenses to be Allocated 

to this Purchase 518 

The bonds were purchased at 88. They were sold by the selling depart- 
ment to the public at 93. . The salesmen of the house devoted themselves 
exclusively to the issue for one week, put about half their time upon it for 
2 weeks, at the end of which time the issue was entirely sold. 

The salesmanager received a salary of $10,000 a year. 

Each salesman received a commission of i^ points on every bond sold 
and an extra bonus of $1,000 to be divided evenly among them in case a 
new issue should be entirely disposed of within one month of its initial 
offering. The direct selling expenses to be specifically allocated to this 
issue were: 

Printing $346 

Postage 186 

Clerk Hire 72 

The general "overhead" of the selling department amoimted to $4,760 
a year. The firm set aside H of 1% on the issue to maintain a market of 
91-93 to its customers. 

What was Ellis and Company's profit or loss? 



\ 



Part III — The Financial Administration of 

Corporations 



The earlier problems in this part deal especially with 
accounting questions. The point of view, however, should 
be that of corporation finance, and the technique of account- 
ing shotdd not be over-emphasized. 

Problem XLII 
Repairs 

The Newark, Maine, Gas Company found that a considerable propor- 
tion of the repairs to its mains and structures could be done most economi- 
cally in the months of June, July and August when the ground was free 
from frost, the weather settled, and labor relatively plentiful. Owing to 
the severity of the cold, repairs to mains cost, by actual computation, from 
3 to 4 times as much if made in the middle of winter compared with the 
same repairs if made in the summer. But the policy of making repairs only 
in summer created such large fluctuations in the repair charges as to ab- 
normally increase the earnings during the winter months and to abnor- 
mally decrease the earnings during the summer months. To avoid this the 
directors, at their meeting of December i8, 1919, appropriated $15,000 
out of earnings for the forthcoming year to be used for r^airs, the sum of 
$1,250 to be charged against the earnings of each month. The following 
were the expenditures for repairs during the year 1920: January, I638; 
February, $1,371; March, $311; April, $442; May, $932; Jime, $3,161; 
July, $1,430; August, $1,571; September, $1,211; October, $931; Novem- 
ber, $219; December, $398. 

How would you treat, on the balance sheet of December 31, 1920, any 
discrepancies between the allotted repair charges and the actual repair 
charges? 

45 
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Problem XLIII 
Maintenance 

The Milford and Springfield Railroad, operating in New England, has 
fotind that its ttntreated cross ties decay, or become of no further use, in 
seven years. The road encounters a bad year, after having operated for a 
long period with ample but not inordinately liberal maintenance allow- 
ances. In the endeavor to reduce expenses the superintendent of mainte- 
nance of ways and structures appropriated $107,000 for the purchase of ties, 
a reduction of $13,000 from the appropriation of the previous year. 

But in the meantime the prices which the road was forced to pay the 
farmers for ties was raised 15 cents for No. i and 11 cents for No. 2. In 
consequence the road replaced one-tenth of all its ties. 

Could or should its treatment of tie replacements be made to show on 
its balance sheet at the end of the year? Explain your answer. 



Problem XLIV 
Depreciation 

The following is the balance sheet as of December 31, 19 17, of the Con- 
way Manufacturing Company, in existence for 8 years: 

Assets LiabilUies 

Land (cost) $ 12,300 Capital Stock $500,000 

Building (cost) 1 17,480 Notes Payable 30,000 

Machinery (cost) 318,710 Accounts Payable I9f3i7 

Inventories 279,414 Depreciation Reserve. .. . 131,123 

Notes and Acootints Rec. . 137,618 Surplus 212,400 

Cash 27,318 



$892,840 $892,840 

The income account for the year 1918, before dividends and deprecia- 
tion, was as follows: 

Total Gross Profits after Adjustments for Inventories, 
Returns, and Bad Debts $218,973 
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The accountants reqttired that the. buildings be considered to have had, 
when built, a life of 20 years and the machinery a life of 10 years. But new 
machinery and large building improvements could be substituted for de- 
preciation. During the year in question a new store house was built at a 
cost of $2,718 and new machinery was installed at a cost of $16,752. A 
dividend of 10% was paid and the rest of the earnings added to surplus. 

Give a possible balance sheet for December 31, 19 18, improvising rea- 
sonable entries where necessary. 



Problem XLV 

Depreciation 

The Endicott County Electric Company, having fixed assets of $1,764,- 
000, when built in 1910 sold an issue of $1,500,000 5% bonds to an invest- 
ment house whose attorneys inserted in the indenture the provision that 
the company must set aside 3% of gross earnings each year as a deprecia- 
tion reserve. The following gross earnings were obtained • 

1911 $156,872 

1912 162,512 

1913 172,660 

1914 170,117 

1915 159,131 

1916 184,284 

1917 210,653 

At the beginning of 1918 the property — ^there having been no important 
capital improvements made in the meantime — ^was acquired by the Inter- 
County Power and Light Company. The management paid oflp the out- 
standing bond issue, thus relieving the company of the 3% depreciation 
obligation. Arthur Gray and Company, accountants, were employed to 
reorganize the accounting system. They condemned with great severity 
the method previously followed in computing the annual depreciation, and 
suggested that accountants go back over the books and re-establish a de- 
preciation reserve on the assumption that a 4% annual reserve on the 
original cost of the entire property would have been proper. This was 
done. 
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What adjusting entries would have been necessary? Construct a 
reasonable and proper balance sheet for the Endicott County Company 
when taken over by the Inter-County Company, and a second balance 
sheet after the advice of Arthur Gray and Company had been followed. 



Problem XLVI 
Accounting for Depreciation 

The Paugus Mill, a 60,000 spindle medium goods cotton mill, was con- 
structed in Fall River. $25,000 was paid for land; $216,000 was paid to 
the contractors for the erection of the buildings; $109,000 to a firm of 
engineers for the installation of a power plant and power transmission 
machinery; $739,000 was paid for machinery covering the various proc- 
esses for the manufacture of cotton cloth. At the end of the first year 
Johnson, McHugh and Company, mill engineers, estimated that the 
proper depreciation charges were: structures, 5%; power plant and trans- 
mission machinery, 7^%; and cotton machinery, 10%. The profits, before 
depreciation and dividends, for the first year were $117,318. 

What were the net earnings before dividends? 



Problem XLVH 
Obsolescence 

James Fleming, an engineer, made the following report to a firm of 
accountants about to open the books of The Sandy Lake Electric Com- 
pany, with reference to the requisite depreciation and obsolescence charges. 

The management, in order to protect their company against competi- 
tion of more efficient plants in later years, wished to set up a reserve not 
only for depreciation but also for the obsolescence of equipment. 

On the basis of Fleming's report, what should be the annual charges for 
both depreciation and obsolescence? 
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6,000 
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Small Transformers 


2,000 
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8,000 


50 years 
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Problem XLVUI 
Depreciation and Obsolescence 

James Hardy and Company are manufacturers of jewelry specialties in 
Attleboro, Mass. Their accountants decide that they should maJce a gen- 
eral charge of 2}4% to cover the depreciation on their buildings costing 
$85,000 and 7^% on their machinery and equipment costing $115,000. 
Mr. Hardy, however, is not satisfied with this rough method. The business 
uses certain special machinery which is being constantly improved upon. 
Since the industry is a highly competitive one it is necessary to substitute 
improved machinery as soon as this is put upon the-market in order to keep 
down the manufacturing costs. Dtiring the 40 years of his business experi- 
ence as a manufacturing jeweler he noted that these substitutions occur in 
certain of the processes with greater frequency than in others. For ex- 
ample, he observes that of the $115,000 invested in machinery at least 
$35,000 is invested in well standardized machines which have not changed 
significantly during the last 40 years. On the other hand it has been neces- 
sary to discard certain special machines, costing $25,000 on an average of 
every 5 years. About $40,000 of other more or less specialized types have 
to be discarded and improved models installed about once in 10 years. 
The economical operation of the remainder of the machinery is not of such 
great importance as to require the substitution of improved models before 
it is worn out. Mr. Hardy passes a memorandum covering these observa- 
tions to his accountants and asks them to recompute the depreciation 
charge, taking full account of the obsolescence of his machinery. 

What change must they make, if any, in their original computation? 



Problem XLIX 
Dividend Policy of the Whiting Mills, Inc. 

James Whiting, the American bom son of an emigrant mule spinner 
who came from Lancashire, to New Bedford in 1847, has been working in 
the Sanborn yam mill since he was ii years of age. He is now 33, has 
gained a thorough technical knowledge of the manufacture of fine yams 
and meanwhile he has attended the local textile school, evenings. He has 
shown remarkable mechanical ingenuity as is attested by the fact that he 
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received a patent on an improved winder for which a machinery manu- 
facturer paid him |io,ooo. 

Two years before a local capitalist, connected with a Boston commis- 
sion house, being impressed with the man's ability, secured subscriptions 
to $1,000,000 in money in order to build a yam mill. The capitalist, 
Avery by name, became President and Whiting Treasurer. Avery's com- 
mission house asstuned responsibility for selling the yams and the entire 
management of the mill was turned over to Whiting, 

The mill cost $786,000 in money to erect. Seventy-four thousand dol- 
lars was subscribed by a Providence machinery house making the total 
capital invested in the enterprise — its net worth at the beginning — 
$1,074,000. 

The balance sheet when the mill was opened stood as follows: 

Assets LiabUities 

Plant $ 786,000 Capital Stock 

Cotton 82,000 Preferred 7% Cumu- 

Cash 206,000 lative 1,074,000 

Goodwill 1,000,000 Common 1,000,000 

$2,074,000 $2,074,000 



The preferred stock, representing actual money investment, is owned as 
follows: 

Avery, personally $100,000 

Avery, Green and Co 300,000 

Whiting, personally 100,000 

(This amount constituted Whiting's entire savings of $17,000 and 
$83,000 loaned to Whiting by Avery who took Whiting's preferred 
and common stock in the Whiting Mills Inc. as collateral.) 

Avery's Personal Friends 165,000 

Whiting's Friends, Associates and Small Investors 
of New Bedford who Invested on the Strength of 

Whiting's Reputation 175,000 

Local New Bedford Bankers 135,000 

A New York Yam Merchant 25,000 

Providence Machinery Manufacturer 74,000 

$1,074,000 
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The |i ,000,000 of common stock was divided equally between Avery 
and his commission house on the one hand and Whiting on the other 
hand. 

At the end of the first year Whiting presented to the board of direc- 
tors of the mill the following income accotmt and balance sheet before 
dividends. 

Gross Profits after Returns, Inventory Adjustments, etc. $161,812 

Depreciation 4% of Original Cost 3i»440 

Interest Payments, Bank Discotmts 12,916 

Net Profits $117,456 



Assets 

Plant $ 786,000 

Cotton 109,117 

Goods in Process and 

Finished 213,918 

Accounts Receivable. . . 301,715 

Cash 38,716 

Goodwill 1,000,000 



$2,449,466 



Liabilities 

Capital Stock 

Preferred 7% Cum.. . $1,074,000 

Common 1,000,000 

Depreciation 3if440 

Notes Payable 226,570 

Surplus 1 17,456 



$2,449,466 



At the time the preferred stock was subscribed, Whiting and Avery 
stated that no dividend, preferred or common, should be paid until the end 
of the first year and then only if the earnings fully warranted it. Every 
subscriber understood the cotton yam business. 

At the directors' meeting Avery's partner Green moved that a dividend 
of 7% be declared and paid on the preferred stock and 1% on the common 
out of the earnings of the first year. Avery objected to the payment of the 
dividend on the common stock, but would not vote against the preferred 
dividend if the rest of the board of directors so voted. Whiting stated that 
he was opposed to any dividends whatever. Thereupon a three-oomered 
argument ensued between Green, Avery, and Whiting. 

State tmder appropriate headings the arguments advanced by 
each. 

With whom would you have voted and what was the strongest 
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argument advanced? (Consider yourself a director having a small pre- 
ferred stock interest and permanently interested in the welfare of the 
mill.) 



Problem L 
Dividend Policy of the Mayer Manufacturing Company 

An expert rubber chemist, James Mayer by name, commenced the busi- 
ness of manufacturing rubber specialties, in 19 lo. Twenty-five thousand 
dollars was loaned to him by his father-in-law who accepted his note. The 
local bank in Binghamton, where the business was started, loaned him 
1 1 0,000. 

The business was a success from the beginning. By 1916 Mayer had 
paid off his father-in-law and increased the net worth of his business to 
|i 18,000. At that time he decided to incorporate his business and erect a 
small tire factory in Akron, Ohio. He planned to concentrate his efforts 
on the manufacture of a special hand-made tire using a special patented 
"zinc" process and a coarse fabric carcus made out of selected combed 
Egyptian cotton. To carry out his plans Mayer required at least |i,ooo,- 
000, $125,000 of which he could secure from selling his Binghamton fac- 
tory and liquidating the quick assets of the business. The remaining 
$875,000 was promised him by a firm of Cleveland bankers through the 
organization of a small sjmdicate. These plans were carried out and by the 
auttunn of 191 7 a small but thoroughly modem and efficient factory had 
been built in Akron and the business started. The $1,000,000 of actual 
money was represented by 7% ctmiulative preferred stock. In addition 
$500,000 in common stock was issued to Mayer and the same amoimt to 
the syndicate of bankers who furnished him with the greater part of the 
capital. 

This business, too, was a success from the very beginning. During 
1 91 8, the first full year, the Mayer Manufacturing Company made on 
gross sales of $1,967,000 a net profit after reasonable charges to deprecia- 
tion of $171,918. From this preferred dividends of $70,000 were paid and 
the remainder carried to surplus and reinvested in the business. The year 
1 9 19 was very successful also, and the business during the first five months 
of 1920 was of unprecedented volume. On Jtme i, 1920, the Company 
showed the following monthly balance sheet (even 000) : 
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Assets 

Plant $1,218,000 

Good Will 1,000,000 

Rubber, Cotton Fabric 
and Other Materials . . * 3 10,000 

Goods in Process and 
Finished Tires (Akron) 216,000 

Tires on Consignment 
with Special Agents 
and Service Stations. . 93»ooo 

Customers' Notes 84,000 

Customers' Open Ac- 
counts 59,000 

Cash 37,000 

$3*017,000 



Liabilities 

Capital Stock 

Preferred 7% Cumu- 
lative $1,000,000 

Common 1,000,000 

Notes Payable, Banks . . . 350,000 

Foreign Drafts. 74,000 

Acootmts Payable 289,000 

Depreciation Reserve . . . 42,000 

Profit and Loss 262,000 



$3,017,000 



President Mayer reported to the directors at the meeting of June 8, 
that the company's policy was to place a reasonable number of tires in the 
hands of special agents who featured the Mayer tire at the exclusion of 
other makes. In addition to their consignments, however, the company 
had then on hand actual orders from retail dealers and garages sufficient 
not only to exhaust the present stock of finished goods in the Akron ware- 
house but to keep the factory in full operation until August 1 5 . The orders 
booked for the first week in June were 165% of the orders booked during 
the first week of Jime, 1919. There had been a steady rise in the wholesale 
prices of plantation rubber and Egyptian cotton, and President Mayer 
expressed the belief that rising prices of raw materials would continue 
throughout the year. He desired, therefore, the authority of his board for 
entering immediately into contracts with importers of crude rubber and 
cotton fabric mills to cover all the orders now on hand and the probable 
normal demand up to October i. This would involve contracts of about 
$380,000 at the then prevailing prices. The board of directors voted the 
authority without discussion. 

The rate of new orders began to decline slightly on June 17. By July i , 
cancellations of orders, a factor never before reckoned with, began to ap- 
pear and at the same time the automobile^ industry, upon which the tire 
industry is directly dependent, sustained a sudden collapse. Mayer, 
following the authority of his board, had ordered $118,000 worth of tire 
fabric and approximately $93,000 of crude rubber. On Jtme 23, he ceased 
to place fxuijher orders and on July 4 secured the cancellation of $37,000 of 
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his order of fabrics (that proportion on which the mills had not themselves 
covered on raw cotton). He could not honorably repudiate any of his 
crude rubber contracts, and he did not try to. 

By September i, the tire business had suffered a complete collapse. 
By careful planning Mayer had been able to dispose of a considerable pro- 
portion of his manufactured stock so that no actual loss resulted. He had 
ceased to manufacture altogether about August 20. At the Directors' 
Meeting of September 7^ the following balance sheet was presented: 



Assets 

Plant |i,2i8,ooo 

Goodwill 1,000,000 

Rubber, Fabric and 
Other Materials on 
Hand (cost $116,000 
at Market) 67,000 

Tires on Hand and on. 
Consignment (80% of 
Cost) 101,000 

Customers' Notes (prob- 
ably 95% good) 162,000 

Customers' Open Ac- 
counts 81,000 

Cash 65,000 

$2,694,000 



Liabilities 

Capital Stock 

Preferred 7% Cumu- 
lative $1,000,000 

Common 1,000,000 

Notes Payable, Banks. . 313,000 

Accounts Payable 98,000 

Depreciation Reserve . . . 42,000 

Profit and Loss 241,000 



$2,694,000 



In addition, the Company is under contract to receive $27,000 worth 
of fabric (having then a market price of about $21,000) and $62,000 worth 
of crude rtibber (then having a replacement value of about $37,000). 
Both the fabric and rubber markets were falling. 

The president stated that he was making "special offers" and the like 
to agents with the result that his stock was moving on the whole satisfac- 
torily although the prices then being realized were about 85% of the actual 
cost of manufacture. He hoped to re-open by October i, on the basis of 
reduced labor and material cost. He felt on the whole encouraged in spite 
of the chaotic conditions of the crisis through which he was then passing. 
The dividend on the preferred stock had always been paid. He asked the 
directors to consider the advisability of paying the quarterly dividend of 
iK% due October i. 

What is your judgment? 
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Problem LI 
Sinking Fund Payments of the Muddy Creek Coal Company 

The Muddy Creek Coal Company was organized in 1908. In 1910, in 
order to purchase and develop an adjacent coal property, the directors is- 
sued $1,500,000 20-year, 6% gold bonds. The bankers required the inser- 
tion of a sinking fund clause which required that the company must set 
aside 5 cents a ton for every ton of coal mined and that the f tmd must 
amotmt to at least $45,000 a year. 

The sinking fund was to be invested in bonds purchased at the market 
price. 

In 1912 the Company mined 1,687,534 tons of coal. During January, 
1913, when bonds were acquired for the sinking fund, the market price was 
about S6yi» 

How many bonds were acquired? 



Problem LII 
Sinking Fund Payments 

The Interurban Consolidated Traction Company, a holding corpora- 
tion organized under the laws of Delaware, owns the stocks, debentures, 
notes and certain mortgage bonds of a group of traction companies operat- 
ing in Illinois. 

The Interurban Company issued in 191 7, $3,685,cxx) first lien col- 
lateral trust 6% bonds secured by all its treasury assets. The col- 
lateral trust agreement under which these bonds were issued provided 
that a ftmd consisting of 2% of the gross earnings shall be set aside each 
year for the purchase at the market price of either bonds of this issue, or 
else bonds of the underlying companies senior to it. 

The following is a balance sheet of the Interurban Consolidated Trac- 
tion Company as of December 31, 1918 (even 000) and before the acquisi- 
tion of bonds for the sinking fund: 
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Assets 

Property Account $13,295,000 

Bonds in Treasury: 

Decatur and Geoi^ge- 
town 6's 402,000 

Cairo and Eastern. . . 23,000 

Illinois and Southern 98,000 

Interurban Collateral 

6's 13,000 

Accrued Interest on 

Treasury Bonds 7,000 

Materials 248,000 

Advance Payments .... 8,000 

Discount on Bonds less 

Profit from Purchase ' 

of Treasury Assets. . . 85,000 

Deferred Assets, Misc. 16,000 



$14,195,000 



Liabilities 

Decatur and Geoi:ge- 

town 6's 1924 $ 516,000 

Cairo and Eastern 4's 

1949 768,000 

Illinois and Southern 

6's 1930 310^000 

Interurban Traction 

Company Collateral 

Trust 40-Year 6's 

1957 3,685,000 

Debenture Notes 7's 

1923 1,000,000 

Bills and Accounts Pay- 
able 165,000 

Interest Accrued 76,000 

Preferred Stock 6% 

Cumulative 2,000,000 

Common Stock 5,000,000 

Siuplus 675,000 

$14,195,000 



December 31, 1918 the bonds of the Decatur and Georgetown could be 
bought in the open market for 92 ; the 6% bonds of the Illinois and South- 
ern could be bought in the open market for 98 and the 4% bonds of the 
Cairo and Eastern could be bought for 76, while the first lien collateral 6's 
of the Interurban Consolidated Traction Company itself could be bought 
for par. 

The following represents the income account for the preceding year: 

Gross Income $2,273,675.30 

Operating Expenses 1,492,414.65 

Considering all things — economy, saving in amortization, an increase of 
security of the junior securities of the Interurban Consolidated Traction 
Company — in what manner should the sinking fund be invested? 

Recast the balance sheet given above after these purchases have been 
made. 



Part IV — The Expansion o£ Corporations 



These problems illustrate the expansion of a small busi- 
ness into a large business, either by mere internal growth or 
by combination with other corporations. Attention is drawn 
to the fact that the line between promotion and expansion is 
sometimes difficult to draw. In that sense, some of the 
problems of Part II, Promotion, lead up directly to the 
problems given here. As far as possible the two sets should 
be compared. 

Problem Lm 
Expediency of Small Industrial Combination 

In the city of Worcester, Massachusetts, in 191 7, there were 7 small 
custom foundries and drop forges, each doing a relatively small business. 
Owing to the hectic prosperity of the metals trades in the United States, 
everyone of these small shops had more orders for work than it could exe- 
cute. One of the younger men, Thomas Gilson by name, thought of the 
idea of combining them into a single corporation. Gilson, an expert in the 
manufacture of small drop forgings, knew nothing about finance. He did 
have the conviction, however, that if the 7 competing forges and foundries 
were united under one management, each imit could specialize in a special 
type of orders. He thought over the matter a long time, and finally went to 
a yoimg investment banker who had married a schoolmate of his wife's. 
The bilker, Edward Halladay of Halladay, Richards and Co., offered to 
try to effect the consolidation, to meet all the expenses incident to the 
undertaking, including attorneys* and lawyers' fee in return for a fee of 
1 0% of the common stock of the consolidation. Halladay called a meeting 
of the proprietors and partners of the 7 foundries and forges at which, 
having been properly coached by Gilson, he explained the advantages of 
consolidation. Among these advantages he enumerated: collective pur- 
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chases of iron and coal; a uniform and stronger policy of dealing with labor 
unions; distribution of orders to the foundry or forge, best able to take 
care of them; easier access to bank credit; and better' credit with the 
furnace men. Halladay^s talk made a favorable impression, but the men 
were skeptical about the possibility of arranging terms suitable to all 7 
of the owners. Halladay proposed different plans all looking to the form- 
ation of a corporation having only preferred and common stock. The plans 
differed only in the manner in which the preferred and common stock 
was distributed among the owners of the plants. 

Outline 4 different plans that might have been suggested. 



Problem LIV 
The Towner Corporation 

There were 4 carpet mills located within 60 miles of each other. The 
following is a brief description: 

The Cartersville Mill. The corporation, organized in 1897, owned a 
small modem mill devoted to the manufacture of inexpensive ingrain car- 
pets. James Edgarson built the mill and was the largest stockholder in 
the corporation — ^in fact ail the stock was held by Edgarson, his wife, his 
uncle and their very close friends. Edgarson had made a great deal of 
money from the mill and had withdrawn the earnings each year and in- 
vested them in high-grade mtmicipal bonds. The mill had never been en- 
larged or extended. Edgarson, now 62 years of age, wished to retire 
altogether from the business and move to California. 

The Empire Corporation. Organized in 1 91 2 . This mill was about the 
same size as the Cartersville mill, but had larger liabilities at the banks. 
It was owned by a group of Philadelphia men and managed by John 
Towner. He was about s^ years of age and then recognized as distinctly 
the ablest carpet man among the yotmger men. He had the absolute con- 
fidence of his stockholders and associates. He was ambitious, keen, un- 
married, and his business was his one and only thought. 

The Sawyer Manufacturing Company and the Climax mills. Small 
carpet mills owned by about the same people, although the managements 
were separate. The Sawyer mill was located in the same town as the Em- 
pire. It was the oldest mill of the entire group, built over 50 years before, 
antiquated and inefficient. But its brand "The Chesterfield Wiltons" was 
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highly esteemed in the trade. The Climax mill had been acquired 6 years 
before at areceiver's sale by the 3 largest stockholders of the Sawyer mill. 
During the 6 years it had been operated by them, it had made a little 
money. The plant was antiquated and not capable of efficient opera- 
tion. 

Towner approached Alden Richardson, the largest single stockholder 
of the Empire Corporation and a man of large means with the plan of ac- 
quiring the CartersviUe, Sawyer and Climax Mills, and organizing a new 
corporation. Richardson promised to back Towner in the undertaking to 
the extent of 1500,000. He also promised to secure for him the co-opera- 
tion of Wilkins and Company, bankers. 

Towner secured an option from Edgarson to be exercised within 90 
days, covering the entire stock of the Cartersville mills for the sum of 
$1,200,000 from which would be deducted an amount equivalent to any 
bank or merchandise loans outstanding at the time the option was exer- 
cised and increased by an amotmt equal to the actual cash in the treasury. 
But Edgarson guaranteed that there would be at least 1500,000 net quick 
assets. The money would have to be paid within 30 days of the time the 
option was exercised. Towner also secured an option on 86% of the com- 
mon ''one class'' stocks of the Sawyer and Climax mills, to be bought at 
I7 2 and I3 7. 50 a share respectively. Neither could, however, be purchased 
separately. 

Wilkins and Company after several interviews promised to furnish 
money up to a maximum of $1,500,000 under the following 5 condi- 
tions: 

1. The money they supply to be represented by an issue of 7% pre- 

ferred stock, none of which issue shall be given to any mill owner 
nor sold to any banker. The bankers will purchase the stock at 

90%. 

2. $500,000 in money be subscribed by Richardson who shall receive 

second preferred stock to the extent of $500,000 par value and a 
bonus of common stock. 

3. Common stock only shall be given the stockholders of the Empire 

Corporation. 

4. Towner to sign a contract to remain with the new corporation for 

at least 3 years. 

5. The net quick assets of the consolidated company shall be at least 

$600,000 to start with and must at all time remain at least a 
third as much as the outstanding first preferred stock. 
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These terms were agreed upon by Towner and Richardson, who forth- 
with prepared a plan of consolidation to be presented to the stockholders of 
the Empire Corporation. 

The consolidated company was to be called "The Towner Corpora- 
tion." 

The following represent, in abbreviated form, the balance sheets of the 
four companies (even ooo) : 

Assets 



Plant 

Inventories (wool, finished 
and unfinished goods) .... 

Accounts 

Cash 



CARTERSVn.LE 



$ 873,000 

592,000 

318,000 

82,000 



$1,865,000 



Empire 



$ 994iOOO 

417,000 

294,000 

17,000 



$1,722,000 



Sawyer 



$365,000 

284,000 

97,000 

3,000 



$749,000 



Climax 



$219,000 

111,000 
32,000 
12,000 



$374,000 



Liabilities 



Capital Stock: 
Preferred. . , 
Common... 

Depreciation. . 

Bank Notes. ., 

Accounts 

Surplus , 



Cartersville 



$ 400,000 
400,000 
216,000 
200,000 
38,000 
611,000 



$1,865,000 



Empire 


Sawyer 


$ 700,000 
300,000 

28,000 
485,000 
198,000 

11,000 


$500,000 

115,000 
81,000 
53.000 


$1,722,000 


$749,000 



Climax 



$250,000 

1,000 

100,000 

21,000 

2,000 

$374,000 



Prepare a plan of consolidation such that it shall enlist the aid of Wil- 
kins and Company and also be fair to the shareholders, preferred and com- 
mon, of the Empire Corporation. Indicate the final disposition of all the 
stock of The Towner Corporation. 
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Problem LV 
The .Acquisition of the Gray's Point and Heron Bay Railroad 

The Eastern Central Railroad required the Gray's Point road to reach 
tidewater. On the other hand the Gray's Point road could not even meet 
its operating expenses — much less its interest charges — ^were it not for the 
very favorable traffic agreement covering the interchange of freight exe- 
cuted 24 years before when the Eastern Central was an insignificant road, 
directly and explicitly dependent on the Gray's Point connection for over 
60% of its traffic interchange. Meanwhile, the Eastern Central, through 
consolidation and intensive development, had become an important rail- 
road, while the Gray's Point and Heron Bay Railroad had remained a 
piu"ely local enterprise, stagnant and self-satisfied. Within a year the 
traffic agreement by which alone it could maintain its existence would 
expire. 

It was clear that no choice was left for the Gray's Point road but to 
accept the terms proffered by the Eastern Central. Already the president 
of the latter road had intimated to Moses CoUinwood, octogenarian and 
principal stockholder of the Gray's Point and Heron Bay, that unless ar- 
rangement could be made for consolidation of the 2 roads, the Eastern 
Central would feel constrained to build its own line to tidewater as the 
directors felt that the water terminal facilities should be improved and a 
more aggressive policy followed in developing rail and water routes over the 
Eastern Central. 

After considerable negotiation, the Eastern Central Railroad made a 
proposition to acquire the Gray's Point road according to whichever of 3 
plans seemed best to the directors and stockholders of the Gray's Point 
road. The Eastern Central would guarantee the interest on the bonds and 
guarantee 4% dividends in perpetuity on the stock of the Gray's Point 
road. Or, secondly, it would acquire the stock at $7 2 . 50 a share, of which 
$1 2.50 was to be paid in cash and the remainder in the 5% collateral trust 
bonds of the Eastern Central Railrosid, secured by a deposit of the Gray's 
Point stock as collateral. Or, again, the Eastern Central would pay a lump 
sum of $2,250,000 for the physical property of the road, out of which the 
Gray's Point directors must settle with their own bondholders and divide 
the remainder among the stockholders. In this event, the Eastern Central 
Railroad had planned to create a new issue of 5% bonds, to be secured by 
a first mortgage on the property of the Gray's Point road and to be called 
the Eastern Central, Gray's Point Division first mortgage 30-year s*s. 
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Symons and Company of New York had agreed to buy $2,500,000 of these 
bonds at 90% in the event that they were issued. 

Appended are the principal operating statistics of the Gray's Point 
and Heron Bay Railroad for a period of years, and balance sheet as of the 
first of the month preceding the offer of consolidation. 

BALANCE SHEET 

Assets Liabilities 

Cost of Road. . . . $2,976,000 Capital Stock $1,000,000 

First Mortgage 4% Bonds .... 1,000,000 
(27 years to run) 

Materials and Second Mortgage 6 % Bonds. . . 700,000 

Supplies 37*469 (10 years to run) 

Cash 19,8 16 Bond Interest Accrued 10,000 

Material and Wages Accrued. . 4,876 

Surplus 318,409 

$3i033.285 $3»033»285 



Were you a director of the Gray's Point and Heron Bay Railroad, 
which offer would you vote to accept? 

Which offer should Collinwood recommend to his fellow directors 
and stockholders that they should accept? 

Which offer was, on the whole, the best for the interests of the Eastern 
Central Railroad? 



Problem LVI 
The Organization of the Bowdoin and Western Railroad 

There is a railroad extending west from Bowdoin, a city of 48,000 in* 
habitants, to Charlottestown, a railroad center of 1 2 ,000 inhabitants . The 
line is 134 miles in length, and has in addition 4 branch lines, aggregating 
91.6 miles. One of the branches reaches into an important manufacturing 
center of Greensboro. Greensboro is on one of the main east-west lines 
of the Pennsylvania Railroad, so that the Bowdoin and Charlottestown 
Railroad gets only a small proportion of the desirable freight out of Greens- 
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boro. But at Charlottestown it connects with an important north-south 
line of the New York Central system. The latter does not reach Greens- 
boro directly and uses the Bowdoin and Charlottestown Railroad and its 
Greensboro branch as its only way of reaching Greensboro. The amount of 
freight the New York Central turns over is considerable and the traffic 
contract with the Central is,*on the whole, very profitable. 

The President of the Bowdoin and Charlottestown Railroad, Herbert 
Anderson by name, was an able railroad executive, well thought of in the 
locality. He was a friend of John O'Brien, the division superintendent of 
the Central located at Charlottestown. One evening in the winter of 1 9 20- 
192 1 O'Brien met Anderson on the comer of Main and Mercer streets in 
Charlottestown, and the following conversation ensued after the usual 
preliminaries. 

0*Brien: Just been talking with Danny MacGregor, and he said they are 
up against it to meet their pay-roll. Blevins, he said, had gone up to Pitts- 
burg to see old man Peters. Guess the old shark is about through. 
A nderson: If Fd buy the road suppose you could get me the same contract 
with the Central? 

O'Brien: Sure, only you*d have to still call it the B and C. 
Anderson: That's all right. 

O'Brien: So long. Don't make a fool of yourself, and let old man Peters 
put it over. 

Anderson: So long, Johnny. Don't worry about me. I guess Peters can 
tend his own chestnuts. 

Ten days later Anderson sought out O'Brien at the latter's home and 
the following conversation ensued: 

Anderson: Well, I've bought the Charlottestown and Western. 
O'Brien: What's that! 

A nderson: Johnny, old boy, when I was in school back in the old farm days 
in Wa3me we had an old maid teacher^^ Mary Stebbins. We boys called her 
Stebby. One day I pulled Flossy Kennifick's pig tail. As I rode down to 
Pittsburgh last Thursday the train stopped at the Wayne station, and I 
looked across and saw the same little school house, and the children were 
running out at noon, and a little fellow chased a girl and pulled her pig 
tail, just as I did thirty years ago. And then the train moved and I didn't 
see any more, but when I pulled Flossy's hair old Stebby made me stay 
after school and copy a verse of poetry ten times. And the first line went, 
"There is a tide in the affairs of men," and the rest of it said something 
about taking advantage of opportunity. Then I got to thinking how little 
I'd made of myself and how much opportunity I'd had and all that sort of 



EXPANSION OP (CORPORATIONS 6^ 

thing, and still the beginning of that poetry kept running in my mind 
And when we got to Pittsburgh I could have done anything. I knew now 
was my opportunity. I *d have a real railroad. I *d be somebody instead of 
pegging away with this old junk. And I hurried up to old Peters' office. 
He was alone, reading a newspaper. I broke right in : 

' ' Mr. Peters, my name is Anderson. I 'm President of the Bowdoin and 
Charlottestown Railroad." 

"Yep," said Peters, "I heard Mr. Blevins speak of you." 

"Well," I said, " I want to buy the Charlottestown and Western." The 
old shark looked at me a moment, then said : " It isn't for sale." 

I said: "Very well, then, I'll wait until the receiver has it for sale." 
Thereupon Peters gnmted and I made a motion to get out. The old man 
then said : "Well, suppose it was for sale, how much would you pay for it? " 

I said: "Five himdred thousand dollars." 

" Nothing doing ! " said Peters. "I've got over a million in it now and I 
bought it from the Jordans and they dropped at least two million before." 

" WeU," I said, " I'll wait for the receiver." After a while the old shark 
asked me how much money I'd got. I said, I had a few thousand dollars 
with me, I could get forty thousand by the end of the week, and I'd agree 
to pay the rest in three months. Then he said I'd have to agree to take 
care of the debts. I said, "No, I wouldn't have to if I bought it of the 
receiver." Well, that's all there is to it. We signed a paper and he took 
my ten thousand dollars. I have a check for forty thousand dollars in my 
pocket now that Grace's father gave me. 

But this is only the beginning. Yesterday I went to Crocket, the larg- 
est stockholder of the Bowdoin and Southern. He said he thought I could 
probably lease the road if I'd guarantee the old bond interest and pay a fair 
guaranteed dividend on the stock. And I've just secured from the widow 
of Jake Halloway, who owns a third of the Osterville and Eastern stock, 
an option at $2 7 a share. Her lawyer said it was worth $40. I said $10 was 
a fair price, so we agreed on $27. The lawyer said he could get at least two 
thousand shares more if I would agreed to give at least $27 a share. Now, 
Johnny, I want you to come in on this. You've worked for somebody else 
long enough. We can hit it off together. I'll put the thing through. 
Grace's father is going to get me some money in New York, and he prom- 
ised to sell any bonds or stock I'd have. His bank has some correspondent 
bank in New York that buys railroad securities. You keep on working for 
the Central until after the consolidation is finished, and see to it that I get 
a good contract with the Central. Then you come as Superintendent of 
my road. I'll give you some stock same as I get. 
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The following represents in abbreviated form the operating and finan- 
cial statistics regarding the roads to be consolidated: 





Bowi>oiN 


Charlottbstown 


BOWDOIN 


OSTBRVILLB 




AND 

Charlottbstown 


AND 

Western 


AND 

Southern 


AND 

Bastern 


Bonds 


13,000,000 

5,500,000 
200,000 

1,310,315 
. 1,823,264 

X,268,I44 

555,120 

53,666 

180,000 

X 65, 000 


|x. 000, 000 

2,000,000 

XX 7, 000 

285,684 

314,119 
302,916 

11,203 
H,8l7 
50,000 


14,000,000 

5,000,000 

1.350,000 

1,918,711 

2,614,897 

1.613,53a 

1,001.365 

61,817 

220,000 

300,000 


1 300,000 
x,ooo,ooo 

2x4.636 

370,437 

466,918 

364,707 

102,211 
17,610' 
15,000 
20.000 


Common Stock 

Unfunded Debts 

Freight Receipts 

Total Revenues 

Operating Expenses. . . 

Net Revenues 

Taxes 


Interest on Bonds .... 
Dividends 





Prepare a plan of consolidation, including the tentative arrangements 
that Anderson stated he had made, such as to afford the basis for a success- 
ful operating railroad. 



Problem LVII 



A Public Utility Holding Company 

The city of Jefferson in Pennsylvania has a natural gas company, a 
street railway connecting Jefferson with Whitesboro in one direction and 
Gardner in the other, an electric company that supplies Jefferson with 
light and power, and finally, a municipally owned natural gas, electric 
station that supplies current for the street lights and light and power to 
the municipally owned water-pumping station and the public buildings. 
There are also small electric companies operating in Whitesboro and Gard- 
ner. The one in Whitesboro is owned by the same men who own the street 
railway. The electric lighting plant in Gardner is owned by the mimici- 
pality. 



' Including back taxes. 
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James M. Jordan, the largest stockholder in the Jefferson Electric 
Company is approached by Edgar Heme, the owner of a majority of the 
bonds and upwards of 96% of the stock of the electric railway, who sug- 
gests the formation of a consolidation to acquire and operate all the public 
utilities in Jefferson, Whitesboro, and Gardner, except the municipally 
owned water supply companies. Heme had previously sectu^ an option 
on the mtmicipal lighting and power plant of Jefferson for $100,000 carry- 
ing with it an equable contract between the city and the purchasers for 
supplying the city lighting and power. Herne had secured, also, an option 
on the Gardner municipal electric plant, doing both municipal and com- 
mercial business; this required $25,000 in money, provided the purchasers 
will supply 24-hour service in Gardner at the same rates as should be at any 
time charged in Jefferson. The service had theretofore been poor and ex- 
pensive; the plant was antiquated and costly to maintain. 

The following represent the chief operatiag and financial statis- 
tics: 





Jbffbrson 


Jbffbrson 


Jbffbrson 


Whitbsboro 




Electric 


Railroad 


Gas 


Lighting 




Company 


Company 


Company 


Company 


Financial 










Bonds • 


1612,000 (s%) 
400,000 (6%) 
150,000 (6%) 


$ 500,000 (s%) 
300.000 (7%) 


1200,000 (5%) 


$64,000 (4H%) 


Notes .- 


Preferred Stock 






Common Stock 


550,000 


1,000,000 


200,000 


100,000 


Operating — ^Average for 










Five Preceding 










Years — (even ooo) 










Gross Revenue 


184,000 


311,000 


165,000 


24,000 


OperatiAg Expense . . . 


xz8,ooo 


171.000 


120,000 


16,000 


Net Earnings 


66,000 


40,000 


45,000 


8,000 


Bond Interest 


24.000 


25,000 


10,000 


3,000 


Note Interest 


6,000 


8,000 






Dividends 






20,000 




Preceding Year 










Gross Revenue 


216,000 


206,000 


185,000 


27,000 


Operating Expenses. . . 


144,000 


180,000 


142,000 


23,000 


Net Earnings 


72,000 


26,000 


43,000 


4,000 


Bond Interest 


31,000 


25,000 


10,000 


3,000 


Note Interest 


16,000 


21,000 






Dividends 






20,000 
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There were no accounts kept for the municipal plant at Jefferson. It 
had cost originally, 12 years before, $117,000. No depreciation had been 
charged. 

The municipal plant at Gardner collected $31,000 in commercial re- 
venue, during the preceding year, and no charge was allocated to the town. 
It cost to operate $47,000. 

Heme wanted to form a general consolidation. Jordan refused, alleg- 
ing that a general consolidation of all the properties would destroy the old 
and valuable franchise rights of the Jefferson Electric Company. This, 
however, was not his real reason. Finally, Heme consented to the organ- 
ization of a holding company, to be incorporated under Delaware laws, to 
hold the stocks of the operating companies. 

What was probably Jordan's real reason for refusing to co-operate in 
the organization of a direct consolidation? Prepare the financial plan of 
the holding company, indicate the equable means for acquiring the operat- 
ing subsidiaries and, finally, prepare letters to go to the sectuity holders of 
the Jefferson Electric, Jefferson Gas, and Jefferson Railroad Ccxnpanies 
and the Whitesboro Electric Company. 



Problem LVm 
Organization of the Interstate Lighting and Service Company 

Edward Blake was bom in Stoughton, Massachusetts, in 1876. After 
having been graduated at the high school, he entered the Massachusetts 
Institute of Technology, earning his way through by working for the local 
telephone company and by the aid of scholarships. He was graduated 
second in his special study of electrical engineering. In 1900 he went to 
Schenectady in the employ of the General Electric Company. In 1905 
he became Superintendent of their small motor assembling room; in 1907 
he left the employ of the General Electric Company to become Superintend- 
ent of Construction for one of the largest of the American Light and Trac- 
tion subsidiaries. In 191 1 he resigned from the employment of Emerson 
Macmillan, and became a construction engineer with the American Gas 
and Electric Company. In 191 5 James L. Brewster and Company, bank- 
ers in Boston, received a report from a local correspondent in Canton, 
Ohio, that a young engineer with a good record had secured the financial 
backing of James Eustis, owner of a large machine shop, in his project to 
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acquire a group of small widely separated utilities to be operated under 
one management. Brewster had been a member of 5 or 6 syndicates for 
the sale of holding company securities, all of which had turned out very 
profitably. His firm, lured by these profits, was then planning to organize 
a holding company, but was at a loss to know how to go about it. 

On receipt of the report from Canton, Nathan Miles, the jimior mem- 
ber of the partnership, went to Canton, interviewed Blake and arranged 
that he should come to Boston immediately with complete details of all the 
work he had done in connection with his projected holding company. 

After investigation, the Brewster firm agreed to back Blake in his 
undertaking; provided Blake showed that the properties he should acquire 
warranted financial support by reason of their inherent earning capacity 
and the probable future development of the communities they served. 

Brewster laid down the following principles as the conditions to govern 
Blake in the acquisition of the options: 

1. The localities served must show substantial increase in population 

from 1900 to 1910. 

2. The communities must be progressive and public spirited. 

3. The franchise situation must be sound. 

4. The prices to be paid for the properties must include all the securi- 

ties and debts, so that the bonds to be issued upon them and 
sold by Brewster should be absolute first liens, that is, there 
should remain no outstanding tmderlying liens. 

5. The net earnings of the properties during the preceding year 

should be at least 12% of the total cash price to be paid. And 
the improvements necessarily made during the first year should 
increase, in the judgment of Blake, the net earnings during the 
second year by at least 15% of their cost. 

The Brewster firm laid down no other imperative conditions, except 
that they recommended that Blake limit himself to electric light and 
power properties, and suggested that no southern or far western companies 
be acquired until after Blake had built up an operating organization. 

Blake spent the summer of 1913 traveling about the country investigat- 
ing electric properties. On September 18, he reported concerning 6 small 
companies. The following represents an abbreviated outline of his report. 

Hudson, Ohio. County seat. About 8,100 inhabitants. Condensed 
milk factory. Distributing center of a large and rich agricultural section. 
Population shows slight increase. Deposits in local banks doubled from 
1905 to 191 2. Local board of trade have recently completed arrangements 
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enabling a large evaporated milk company to build a factory here. Citi- 
zens are donating the site and exempting company from local taxation for 
period of 7 years. Plant will employ 500 men and women. 

Electric light plant antiquated. Three upright boilers, belt and shaft 
connection with one 100 k. v. a. generator and two Westinghouse 250 
k.w. — 2200V. Distributing system good. Customers concentrated, ample 
transformer capacity, and large secondary. 

Outskirts of town not served. $16,000 should be spent on extending 
distributing system immediately. Within a year new boilers and a steam 
turbine should be installed, at cost of at least $40,000. 

Marysboro, Ohio. Important agricultural center north of Columbus; 
about 4,000 inhabitants. Three small manufacturing units. A fourth has 
just moved its plant away from Marysboro on account of labor shorta^, 
poor power and dissatisfaction with the C. C. C. and St. Louis on account 
of 1. c. 1. rates on its finished product. Very great wealth among the sur- 
rounding farmers. Large proportion of inhabitants represent retired farm- 
ers who have "moved to town." Sleepy atmosphere; place requires an 
energetic board of trade. 

Electric light plant consists of 3 antiquated, inefficient upright boilers. 
There is a fourth boiler which the local manager called "reserve," which 
might be fired provided it was sufficiently "doctored up." One excellent, 
belt-connected 500 k.w. Westinghouse generator. One 250 G.E. unit, 
apparently about 6 years old, which the manager said had been bought 
second-hand. Two 100 k.v.a. machines, evidently rebuilt, which manager 
said had not been run for 2 years. 

There is an artificial ice plant in the same building. Manager said 
there was a profitable demand for at least twice the ice capacity of the 
plant during summer. Storage facilities very limited. Considering, how- 
ever, the inefficiency of the boilers, it is unquestionably true that the ice 
business is not as profitable as accounts seemed to indicate. Could be 
made a profitable business provided new boilers installed and the storage 
capacity at least doubled. 

Distributing system fair. Business well developed. Some new business 
could be secured by nmning line to Petoria, a small TsdlToa,d junction point 
to the north. 

Only imperative improvement would be new boilers; cost about $1 5,000. 

Cory, West Virginia. Railroad and mining center; 9,000 inhabitants. 
Town overgrown. Population largely foreign bom, ignorant, receiving 
excellent wages. Retail liquor sales, according to bank report, $165,000 
last year. Schools poor; attendance poor. 
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Company already distributes electricity to Argentine, across the river, 
and to 4 large coal mines just back of Argentine. 

Company has a thoroughly modem plant on bank of river, to which 
coal is conveyed by gravity, overhead trolley conveyer from mouth of co^ 
mine 125 yards distant. Very favorable coal contract; 65 cents delivered 
to the company's bunkers. Equipment consists of 4 horizontal tubular 
boilers, superheater, one 750 k.w. G. E. turbine, installed 4 months before, 
two 500 k.w. Westinghouse units belt driven from son:iewhat antiquated 
steam engine. These were held as reserve until last April, but now used 
to carry load during daytime. Company now installing one 1,500 k.w. 
G. E. turbine. Within a year must add 2 new boilers at expense of at least 
$25,000. 

Electricity supplied chiefly to coal mines at 2,200 v. Load factor un- 
usually good. Company makes little effort to develop domestic business 
and little secondary. 

Summit, Maryland. About 14 miles west of Baltimore. Town of 
4,000 inhabitants; only indtistry, 2 large cotton duck mills belong to a 
''trust" apparently always in financial di^culties. Labor poorly paid. 
Mills themselves obtain part of their power from their own water power 
development, part from 2 antiquated steam plants. During last 3 years 
have been buying an increasing proportion of power from electric company. 
Always in arrears on power bills. Twice in the last year the electric 
company pulkd the cotton mill switch because of non-payment of power 
bills. Once filed attachment on cotton in warehouse. Bills always finally 
paid, but situation annoying and likely to lead to trouble. 

Electric company has modem hydroelectric development 4 miles back 
of town. This generates all electricity needed during 7 months of year. 
During 3 of remaining months an antiquated steam station is used while 
the cotton mills are in operation. Dtiring the remaining 2 months the 
steam station supplies from yitoH the electricity required and is taxed 
to the utmost. Company now negotiating a contract with the Consoli- 
dated interests of Baltimore to enable it to purchase auxiliary current. 
If this contract is consummated, probably advisable to scrap the steam sta- 
tion. Cost of transmission line, 13,000 v., to the Consolidated substation 
$27,000. Scrap value of steam station probably $8,000. Distributing 
system ample. No extensions need be built for a year at least. 

Hamilton, New York. Main line New York Central, Albany to Btiffa- 
lo, 7,000 inhabitants. Very little manufacturing, except local milk powder 
factory and cheese factory. These inefficient and managed largely by 
farmers. Located in center of very prosperous and rich dair3ring country. 
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Farmers rich and not very progressive. Electric lijght company allowed to 
go to seed. Chief, if not only, stockholder lives in Jamestown and takes 
no interest whatever in company. Owns and operates a small factory for 
the manufacture of mahogany furniture; this has been a losing proposition 
and has required all his time and attention. Would sell out the entire 
electric light plant free from all debt, provided cash is forthcoming within 
30 day^. Plant consists of 3 small horizontal boilers. Two utterly unfit , and 
insurance will not be available after the first of year. Plant has some old 
d. c. generating machinery. On the whole, plant so inefficient and badly 
located that would not pay to patch up. The transmission line of a large 
hy(iroelectric company runs within 30 miles. On the way are 3 small 
hamlets, without electric service and one town of 1,500 inhabitants, having 
a locally owned electric light company which generates by a gas engine. 
No option on this company, but current could be sold to. it at wholesale. 
Cost of transmission line, including right of way transformers and sub- 
station, $92,000. The hydroelectric company will loan half of the cost, 
provided the loan is secured by a specific lien on the transmission line. 

Distributing system in town jxxjr. About $1 1 ,000 should be expended 
on it immediately. About half the houses are wired. Few appliances used. 
Bank deposits, nearly 3 times the average per capita for rural New York. 
Few families moving into the town. Population shows 4% increase from 
1900 to 1 910. Rate less than that now. 

Situsville, Pennsylvania. Seventy-five himdred inhabitants. In center 
of original oil fields. Served by branch lines of the Pennsylvania and New 
York Central. Several oil refineries, 2 steel mills, and 4 or $ smaller indus- 
tries. Served by natural gas. City has its own electric station and owns 
and operates the street lighting. 

Plant consists of series of gas engines, of an aggregate of 450 k.w. capac- 
ity. Gas purchased at 21 cents per M. Switchboard cost very low, only 
about 78 cents per k.w.h. including repairs to engines but without deprecia- 
tion. Load factor fair. Could be very much improved if company could 
install at least 250 k.w. additional generating capacity and supply the 
largest of the steel mills, operating 24 hours a day, with power. Improve- 
ment would cost $1 2,000. Steel company will pay a flat energy charge of 
1.7 cents for a minimtun of 750,000 k.w.h. for the first year. Steel miir 
would pay for its own line to the company's switchboard, but would have 
to be assured of adequate available power. 

Large nimiber of domestic customers. Town has unusually large pro- 
portion of wealthy men; fathers or grandfathers made fortunes at time of 
early exploitation of oil industry. Second and third generation live in 
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large, ostentatious houses on hill to northwest of town. Some public- 
spirited men among this class, but majority spend considerable portions 
of year away and are inclined to forget Situsville and oil. 

The financial and operating statistics of these 6 companies are given 
in tabular form on the preceding page. 

After careful consideration James L. Brewster and Company arranged 
to acquire 5 of the properties held by Blake under option, but rejected the 
sixth because least desirable. Which was it and why? 

Prepare a financial plan for the Interstate Lighting and Service Com- 
pany, and a brief descriptive circular such as might be submitted to inves- 
tors. 



Part V — Reorganization of Corporations 



Problem LIX 

The Sunboro and Eastern Pennsylvania Railroad Reorganization 

(Names, figures and places altered) 

The Simboro and Eastern Pennsylvania Railroad passed into the hands 
of receivers on August io» 1914* The road had been suffering from a com- 
bination of maladies for a period of over 7 years. During this time the 
gross earnings had risen from $7,614,000 to $12,143,000, while the operat- 
ing expenses had risen from $5,396,000 to $1 1 ,134,000. The experience of 
these 7 years may be seen at a glance from the foUowing tables: 



Ybar Ending Junb 30 

(000 OBilTTBD) 



Gross Earnings 

Maintenance 

Other Operating Ex- 
penses, including Taxes 

Total Operating Ex 
penses 

Net 

Interest Charges , 

Operating Ratio 



1908 


1909 


1910 


1911 


191a 


1913 


f7.6l4 


18,713 


19,112 


fii.318 


flO,792 


fii.Si6 


a.403 


2,6n 


3.319 


2,732 


3.019 


a.991 


2.993 


3.380 . 


4,176 


6.SIS 


6,007 


7.166 


5.396 


5.997 


6,495 


9.247 


9.028 


10,157 


3.218 


2,716 


2.617 


2.071 


1.764 


I.3S9 


I.OIS 


I.OIS 


I.OIS 


910 


970 


1.030 


71% 


69% 


72% 


82% 


84% 


88% 



I9I4 



fi2,i43 
2,711 

8,423 

11.134 
1,009 
1.030 

92% 



At the time of the failure, August 10, 1914, there were outstanding the 
following funded liabilities: 

I . Sunboro and Harrisfield first mortgage 7 's. Issued 1 880, due in 1 9 10 
and extended at 5% to i960. A first mortgage on the main line extending 
between the two terminals of the railroad, 264 miles. $6,738,000 outstand- 
ing. Mortgage closed. 
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2. Sunboro and Hamsfield, second mortgage 6's. Issued in 1885, due 
in 1945. $1,816,000 outstanding. Mortgage closed. Secured by the same 
property as the first mortgage 7's but jtmior to it. 

3. Dobbinsville Division. First 6's. Issued in iSgijdue in 1921. A 
first mortgage on the branch line from Mason Jimction to Hartford's, 
68 miles. $710,000 outstanding. Mortgage closed. This branch reaches 
important coal properties, and originates about 69% of the coal traffic of 
the road. The total coal traffic represents about 53% of ton miles handled 
by the road. 

4. Sunboro and Eastern Pennsylvania Railroad first mortgage 5% 
gold bonds. Issued in 1898 and due in 1938. A lien on 687 miles of line 
subject to the two preceding issues on the main line and to the Dobbins- 
ville divisional bonds. $5,750,000 outstanding. Mortgage closed. 

5. Sunboro and Eastern Pennsylvania Railroad general mortgage 5% 
bonds. Secured by the same property as the preceding (first mortgage 
5's) but subject thereto. $10,000,000 authorized, $2,685,000 outstanding. 
Issued in 1903 and due in 1953. 

6. Debentures. $2,000,000 6's. Issued in 191 2, due in 1922. 

7. There were outstanding $1,260,000 of 4% equipment obligations. 
The amount was originally $1,800,000 issued in 191 1 to purchase approxi- 
mately $2,000,000 of steel coal cars. The contract, issued imder the Phila- 
delphia plan, with the Ferrard Trust Company, owner and lessor, called for 
annual installment pajrments of $180,000. These had been met regularly. 
The interest on the outstanding certificates had been regularly charged to 
operating expenses. 

In addition the company had the following obligations outstanding: 

Merchandise debts contracted before February 10, 1914, $773,000. 

Current merchandise debts contracted since February 10, 1914, 
$216,000. 

Current pay-roll, salary and other labor charges, $69,000. 

Bank loans maturing before September i, 1914,. $100,000. 

Bank loans maturing before January i, 1915, $60,000. 

Bank loans maturing after January i, 191 5, none. 

The stock issues were represented by $5,000,000 6% non-cumulative 
preferred and $5,000,000 common stock. 

On August 25, 1914, the receiver obtained permission to issue $500,000 
par value 2-year 6% receivers' certificates, ranking, prior to the Sunboro 
and Eastern Pennsylvania general mortgage bonds. These were sold for 
98 to banks and the proceeds used to pay the current merchandise bills of 
$216,000 and the unpaid pay-roll of $69,000. The remainder was expended 
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during the next 8 months in repairs, betterments, and general improve- 
ments. 

Another issue of $180,000 was made in February, 1915, in order to 
meet the annual instalment on the equipment trust obligations. 

The receivers report for the year ending June, 1915, showed the follow- 
ing: 

Gross Earnings $11,978,000 

Maintenance 5,1 12,000 

Other Operating Expenses Including Taxes 6,224,000 

Net Earnings • 642,000 

The receiver admitted in his report to the general reorganization com- 
mittee that at least 35% of the maintenance charges were extraordinary 
due to the previous protracted period of under-maintenance. 

It was also clear that the falling off of gross earnings was due to the 
depression consequent upon the Great War. During the 6 months of the 
year from June 30 to December 31, 1914, the gross earnings had been ap- 
proximately 14,800,000, in comparison with approximately $7,100,000 for 
the last 6 months of the fiscal year. The receiver reported that, because of 
previous liberal charges to maintenance, he was able to show a net operat- 
ing ratio for the 4 months from May i, 1915 to August 31, 1915 of 7% 
below that of the fiscal year ending June 30, 1914. 

In September, 191 5, the General Reorganization Committee prepared 
a plan of reorganization. 

What plan would you suggest? 

GENERAL COMMENT AND SOLUTION 

Past History 

From an inspection of the earnings and statements of the Sunboro and 
Eastern Pennsylvania Railroad from 1908 to 1914 three things are obvious: 

I. The road has not obtained a normal increase in gross earnings. 
The year ending June 30, 1908 was a year of depressed railroad earnings 
following the monetary panic of the auttmm of 1907. The steady increase 
in gross earnings from 1908 through 191 1 is therefore readily understand- 
able, perfectly normal, and not indicative of either remarkable prosperity 
or able management. But from 191 1 through 1914 the gross earnings were 
stationary. The railroad, operating in the thickly settled sections of the 
eastern states, should have shown a steady and uninterrupted increase in 
gross earnings. The fair presumption, therefore, 13 th?it the road, by 
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reason o£ inefficient management, was losing business to its competitors. 

2. The total operating expenses and operating ratio have both in- 
creased relatively and absolutely. In 1908 the total operating expenses 
were $5,400,000 out of a total gross of $7,600,000 or a ratio of 71%. This 
ratio remained relatively constant for the next 3 years; it then rose stead- 
ily so that in 1914 the total operating expenses absorbed 92% of the total 
gross earnings. Obviously the increase in cost of operation was all out of 
proportion to the increase in gross earnings. Should the same relative 
increases continue, the costs of operation would presently exceed the total 
receipts of the road. 

3. Although the total operating expenses have increased relatively and 
absolutely, the maintenance component of the operating expenses lias 
decreased. This is easily observable from a few comparisons. 



Total Gross 

Total Maintenance 

Total Operating Expenses 

Percentage of Maintenance to Gross 
Percentage of Maintenance to Total 
Operating Expenses 



1908 



$7,614,000 
2,403,000 
5,396,000 

32% 

45% 



191 1 



$11,318,000 
2,732,000 
9,247,000 

24% 
30% 



1914 



$12,143,000 

2,711,000 

11,134,000 

22% 

25% 



Clearly, and without question, the management had been spending 
much less comparatively in the up-keep of the road. Had the same rela- 
tive proportion of gross earnings been expended in 1914 for maintenance as 
in 1908, thp 1914 maintenance charges would have been over $3,880,000 
and the total operating costs would have exceeded the gross earnings. 

The Basis or the Reorganization 

Clearly then the reorganization must be a drastic one. It must provide 
at least $680,000 in money with which to pay off the receivers certificates 
and should provide, in addition, some money to improve further the physi- 
cal condition of the road. It would be well, also, to secture the money 
requisite to meet the instalment due in February, 19 16, on the equipment 
certificates. Some, at least, of the expenses of the reorganization would 
have to be met in money. Altogether $1,000,000 should be secured. 

The second requisite of any reorganization plan would be a reduction 
in the fixed charges. According to the statements of the company the 
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railroad had succeeded in eaming its fixed charges during all the years 
except the one inunediately preceding the receivership. Yet, by analyzing 
the decrease — absolute and relative — of the maintenance charges, it is 
obvious that this apparent solvency was due to marked failure to nmintain 
adequately the physical condition of the road. 

During the year of receivership, when the charges to maintenance were 
clearly and admittedly over-liberal, the purpose of the receivership being 
to make up for the delinquencies of the past, the road showed net earnings 
of $640,006. The interest charges on the two underlying main line bond 
issues required $445,860. It is obvious therefore that these two issues can- 
not be disturbed, or if they are disturbed new securities equal in value and 
attractiveness mttst be given to the old holders. The balance of earnings 
over these tmderlying charges is about $200,000. The interest on the 
Dobbinsville branch bonds amounts to $42,600. This branch is very im- 
portant to the present organization of the Sunboro and Eastern Pennsyl- 
vania Railroad. The operating and financial structure of the road had 
been, during the preceding 4 or 5 years, recast so as to accommodate a 
large coal traffic. A very large proportion of this traffic originated on the 
Dobbinsville branch. It wotdd be, therefore, a very serious mistake to 
jeopardize the ownership or control of this branch as a result of an attempt 
to disturb the small issue of $710,000 first mortgage bonds, with interest 
charges of only $42,600. 

The two underlying main line, and the Dobbinsville branch bonds 
absorb $488,460 of the $642,000 available earnings. This would leave 
earnings of only about $153,000 with which to meet the interest on the 
Simboro and Eastern first mortgage 5's. This interest amounted to $287,- 
500. On this showing it is obvious that all the junior mortgage and de- 
benture bondholders must be prepared to endure some sacrifice, both in 
lien on income and on the "corpus" or property of the road. 

Furthermore, the money required by the reorganization, $1,000,000 in 
cash, must be obtained from the junior security holders, presumably the 
stockholders. So that the crux of the problem of the reorganization be- 
comes a kind of "give and take'' between the junior bondholders and the 
stockholders. 

The Plan 

One of two plans might be adopted. Either all the security holders, 
including the owners of the imderlying bonds, might agree to a thorough 
£md comprehensive reorganization in which an entirely new and much 
simplified financial structure would be created out of the old one, or the 

6 
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holders of junior securities might decide upon a reorganization in which 
only the junior securities would be disturbed, the underl3dng bonds to 
remain as they are. The former alternative would require the consent and 
active co-operation of the senior bondholders — ^and therefore would be 
more difficult to execute — but it would at the same time produce a more 
permanent and stable financial structure. The second alternative would 
be quicker, easier, and less expensive to execute; it would, however, merely 
ameliorate the present distress without effecting a thorough and abiding 
cure. The decision would, in the end, rest with the senior bondholders. 
If they were well organized and showed a willingness to co-operate, it 
would be wise financial policy to effect a general reorganization involving 
the refunding of all the securities; if they were scattered, unorganized, and 
showed little interest in the fortimes of the road, it would be foolish to do 
more than f tmd the current debt and reduce the charges on the junior bonds. 
We will assume, for purposes of argument and discussion, that the 
active co-operation of the senior bondholders can be gained and that all 
parties concerned desire a comprehensive reorganization. To this end, the 
following securities are created: 

1. First mortgage 5% bonds, a first and only lien on the entire mileage 
and equipment of the Sunboro and Eastern Pennsylvania Railway, sub- 
ject only to the lien of the equipment certificates on certain of the rolling 
stock. Due in i960. Authorized $20,000,000. Issued 111,564,000. The 
tmauthorized balance to be issued only for the actual cash cost of improve- 
ments aad then only when the net earnings are twice the interest charges 
on the entire outstanding first mortgage bonds, issued and to be issued. 

2. Preferred stock 6% non-cumulative. Protected by a provision which 
prevents the further issue of preferred stock without the consent of 75% 
of the outstanding preferred stock. Authorized and issued 110,797,900. 

3. Common stock. Authorized and issued $10,846,500. Exchange of 
the old securities into the new securities. Basis as indicated in the table. 

Discussion of Plan 

It has been said already that the 2 underlying mortgage liens of the 
Sunboro and Harrisfield must be fully protected. In the plan just out* 
lined the two bond issues are given the same consideration. This is just. 
The 5's represent a closed prior lien on the whole property. They are 
given a bonus of 10% in the new preferred stock as an inducement to ac- 
cept bonds issued under a new open general mortgage covering the entire 
property. The new bonds will be more easily marketable than the old 
bonds, but not as secture. The fixed interest return will be the same, but in 
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addition — ^through the bonus of preferred stock — ^the holders are given an 
opporttinity to share in the future prosperity of the road. If the road con- 
tinues a failure the new bonds will not, probably, command a market 
below the old bonds ; if it is a success the niarket value of the new bonds to- 
gether with the preferred stock bonus will be greater than that of the old 
bonds. The holders will have, therefore, something to gain, and nothing 
to lose by the exchange. 

The same policy is pursued regarding the second mortgage 6's. They 
represent a small second closed lien on the main line, so that their security 
is a little less — ^but only a little less — ^than the first mortgage 5's. The 
slightly less security is fully compensated for by the i per cent greater ' 
income return. For purposes of exchange therefore the two issues are 
regarded as of the same intrinsic value. 

The Dobbinsville branch bonds occupy a very strong strategic position 
in the whole financial structure. As organized, the loss of the branch would 
do great injury to the road; and the bondholders, were they allowed to 
foreclose and take the property for themselves, could easily make a satis- 
factory operating or traf&c agreement with some other road, owing to the 
large volume of coal carriage which originates on their line. On the other 
hand the bonds represent a small, practically tmmarketable issue. Under 
any circumstances they would be poor collateral at the banks. They ma- 
ture in 5 years, so that the holder, in exchanging them for new 5% bonds 
wotdd lose at most 1% a year or 5% in all. Considering that the security 
of the new first 5's, covering the entire road, is equal to that of these branch 
line bonds, while the former have greater market-ability, we may properly 
assume that a bonus of 10% of new common stock fully compensates for a 
loss of 1% in income for a period of five years. 

By reference to the earnings of the road under the receiver it is obvious 
that interest charges on the $5,750,000 Sunboro and Eastern first 5's were 
not earned. (Earnings available after charges on the tmderlying bond 
issues [even 000], $153,000, interest on the first 5*s, $287,500.) Yet the 
receiver admits that 35% of the maintenance charges, or $1,789,000, were 
abnormal. If even a small proportion of these maintenance charges had 
been capitalized the interest of the Sunboro and Eastern first 5's would 
have been fully earned. Reasonable precaution dictates, therefore, that 
part of the charges on this issue shall be made contingent, yet the bond- 
holders would feel, justly perhaps, that they should not be called upon to 
make any real sacrifice. This predicament would be settled by giving these 
bondholders new bonds carrying fixed charges of $115,000 (40% of new 
first s*s or $20 for each $1000 old bond, 2%) or nearly the balance of earn- 
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ings available under the receiver's earning statement, together with a very 
liberal bonus of new preferred stock. They would, therefore, be in a posi- 
tion to receive the full available earnings if the road made no improvement, 
but if the earnings were liberal they would receive an additional contingent 
income of $276,000 (80% of new preferred stock or $48 for each $1000 old 
bond — ^4.8%) . This, with the fixed income, would give them 6.8% instead 

of 5%. 

In other words, they endure a reduction in fixed income, but are 
compensated by an increase in fixed and contingent income. 

The efforts to meet the interest charges on the general mortgage 5's and 
the debentures precipitated the failure. The only way of safeguarding the 
reorganized road from a reoccurence of the same misf orttme is to eliminate 
entirely the fixed charges. This mtist be done, whatever else is accom- 
plished by the reorganization. 3ut obviously the general mortgage bonds 
are in a stronger position than the debentures — Whence the former are given 
part preferred stock, and part conmion, while the latter are given only 
common stock. The unftmded debt, both the merchandise and the bank 
loans, are considered on the same level as the debenttu^. 

It is necessary to raise $1,000,000. The preferred stockholders cannot 
be relied upon to come to the rescue of the failed road any more or any 
less than the common shareholders. The burden of raising the new money 
is therefore distributed evenly among all the stockholders. The preferred 
stockholders, in deference to their position, are given new preferred stock 
for part of their old preferred, whereas the common shareholders are given 
new preferred only for the par value of their assessment. 

A comparison of the old and the new corporation is seen from the fol- 
lowing table: 



Total Capitalization Including Unfunded 
Debt, but not Undisturbed Equipment 
Obligations 

Fixed Charge Securities 

Fixed Charges not Counting Unfunded 
Debt 

Fixed and Contingent Charges 



Old 
Company 


New 
Corporation 


130,632,000 
19,699,000 

1,030,210 
1,330,210 


$33,208,400 
11,564,000 

578,200 
1,226,074 
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It is obvious from this table that the reorganization has accomplished 
a distinct reduction in the fixed charges; in fact the fixed charges are below 
the earnings during the poorest period of the receivership, when the busi- 
ness was suffering from a general depression and when the receiver had, 
admittedly, increased the normal maintenance by over $1,000,000. The 
fixed charges were, in fact, only a little over half the net earnings of the 
year just prior to the failure. In addition to a reduction in fixed charges 
the reorganization had brought about a distinct simplification of the finan* 
cial structure, and had secured a permanent cancellation of the floating 
debt and a considerable contribution of new money. 

Alternative Plan 

A part, at least, of the refunding operations of this plan depends upon 
the willingness of the holders of the underlying bonds to exchange them for 
new bonds. If these holders refuse to co-operate, or if they exact too high 
an inducement, the plan would have to be consummated without their 
help. In that case the 3 underlying issues need not be disturbed. Such a 
plan would not bring about so great a simplification in financial structure, 
but there would be nearly as great a reduction in fixed charges. At all 
events the first mortgage bonds of the Sunboro and Eastern and all bonds 
and unftmded debt below these should be changed from a fixed to a con- 
tingent charge security. In actual practice this would be accomplished 
through a foreclosure of the Sunboro and Eastern first mortgage 5's, which 
would extinguish the general mortgage bonds and all junior securities. 



Problem LX 
The Ingalls Slipper Company Failure 

Andrew Stevens, a shoe salesman, and Peter Dobell an expert fitting 
room superintendent, formed a partnership in Haverhill, Massachusetts, 
in 191 1, to mantifacture ladies' fancy slippers. They were backed, in the 
beginning by Edward Lawton, a capitalist, who had married Stevens' 
cousin. He loaned $5,000 to Stevens, personally; and loaned $20,000 to 
the partnership of Stevens and Dobell. Dobell contributed $5,000 of his 
own money. At the end of 191 1, the business not having been as success- 
fid as Stevens had painted, Lawton sought to withdraw his capital. This 
created ill feeling between Lawton and Stevens, resulting finally in an 
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agreement between the two under which Lawton agreed to cancel his 
personal loan of $5,000 to Stevens and his loan to the partnership of 
|2o,ooo on payment of $22,000 in money. Stevens agreed. He secured 
the co-operation of Thomas Ingalls, a retired shoe manufacturer of Lynn, 
who made the following proposition: The Ingalls Slipper Company was 
to be organized with $100,000 capital stock. Ingalls would settle with 
Stevens at the figure mentioned, and pay into the corporation $25,000 
more. Of the $100,000, $10,000 par value was to go to Dobell, $10,000 to 
Stevens, and the remainder to Ingalls. The latter was to become president 
and treasurer of the company, Stevens, vice president and sales manager, 
and Dobell, factory superintendent. This was done. 

The business became, almost immediately, very successftd. The 
Comx>any specialized in the manufacture of a simple, cheap slipper, whole- 
saling for about 40 cents a pair. The plan was to make a small profit on a 
large turnover. By the end of 1913 the company, by the reinvestment of 
its profits, had increased its net worth to $165,000. Meanwhile the com- 
pany had purchased a factory at a cost of $200,000, the lower floors of 
which it leased to tenants and carried on its business in the loft, with a 
shipping room in the basement. Ten thousand dollars only had been paid 
down, a savings bank had taken a first mortgage of $100,000 on the build- 
ing and the remaining payment had been met by giving the company's 
i-year note for $90,000, secured by a second lien-mortgage on the btiild- 
ing. This note ran one year from August i, 19x3. 

During the spring of 1914 the demand for slippers from jobbers was 
excellent and the bu^ess was as profitable as in the previous years. The 
company bought only enough leather and materials for its immediate 
needs, so that a minimum of capital was tied up in its inventories. Its 
greatest weakness was in the collection of its accounts receivable. Owing 
to the large voltune of business tmdertaken by the company and relatively 
long credits, there was always a shortage of liquid capital. The company 
had received liberal accommodation from the Haverhill banks and had 
opened a $100,000 line ci credit with the Importers' National Bank of Bos- 
ton. This required an average deposit of $20,000. It had been the inten- 
tion of Ingalls, the treasurer, to gradually transfer his entire borrowings to 
the Boston bank. In April, 1914, owing to an unfortunate sale to a Porto 
Rican distributor in the autumn of 1913, the firm found itself at a great 
loss for want of ready capital. Ingalls did not dare infringe upon his cus- 
tomary deposit of $20,000 at the Importers' National in view of his pro- 
posed policy of increasing his loans there. He could not, on the basis of 
his present borrowings in the Haverhill banks, reduce his deposits there. 
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As a last resort he began to ''sell" his accounts receivable. This process 
consisted in borrowing up to 80% of the par value of certain of his accounts. 
For this accommodation the Manufacturers' Finance Corporation would 
charge a fee or fees which, in the aggregate amounted to an interest rate 
of nearly 14% per anntun on the actual money borrowed. Meanwhile it 
tied up the accottnts. In his reports to the Importers' National Bank and 
to the local banks the fact that specific accounts receivable were pledged 
to the Manufacturers' Finance Corporation was entirely omitted, although 
the loans themselves were included under bills payable. 

The indebtedness on the accounts receivable tended to increase during 
May and Jime, due largely to the increasing volume of business. Btisiness 
was unusually brisk during July, but collections were slow. Ingalls, a 
narrow-minded man who knew little outside of the shoe business, was 
oblivious to the foreign situation. The seriousness of this burst suddenly 
into his consciousness on the evening of July 25. Conditions were con- 
spicuously imf avorable for him. He had told the Merrimac National Bank 
the day before that he intended to meet a note of 125,000 due August i, 
expecting to transfer this obligation to the Importers*. On the strength of 
this expectation he had drawn down his account at the Merrimac to less 
than $i,ooo. To make matters worse, he had bought a lot of cut soles, 
costing $9,387 at a special price provided he should pay cash for them. 
The soles were to be delivered August 2. 

Now fully conscious of the impending crisis in world finance, he called 
on the morning of July 27, on James M. Costigan, the President of the 
Importers'. He went over his whole situation with him. The interview 
was cordial and friendly. Costigan promised to "take care of him"; he 
promised even to increase his aggregate loans to $150,000, were it neces- 
sary, provided the current condition of his business warranted the credit. 
Nothing was said about the relations with the Manufacturers' Finance 
Corporation. Ingalls felt reassured. 

Costigan immediately asked a special Dun report on the Ingalls Com- 
pany. It reached him August i , and disclosed the account with the Manu- 
facturers' Finance Corporation. He immediately telephoned for Ingalls 
to come to Boston for a conference. The latter inferred that Costigan was 
alarmed over the sudden burst of war and wished to ascertain how the 
Ingalls' affairs stood. Instead, he was asked, in very direct terms, to ex- 
plain his relations with the Manufacturers' Finance Corporation. Ingalls 
hesitated but finally admitted that he had specifically pledged certain of 
his amounts. Costigan then told him to close his account with the bank 
within 10 da3rs. Three da3rs later, a non-resident creditor, a friend of 



REORGANIZATION OP CORPORATIONS 



89 



Ingalls, petitioned for the appointment of a receiver. Auditors reported as 
follows: 



Assets 

Building, 20 Merrimac St. $200,000 

Machinery Owned 11 ,000 

Leather and Findings. . . . 97»684 
Merchandise Finished and 

in Process 27,719 

Accounts Receivable 2 16,8 1 7 

Cash 26,741 



Liabilities 

Capital Stock $100,000 

Mortgage on Building .... 100,000 

Second Mortgage 90,000 

Manufacttirers' Finance 

Corporation 38,926 

Importers* National 98,000 

Haverhill Banks 17,000 

Merchandise Debts 117,610 

Accrued Interest on Mort- 
gage and Note 2,794 

Surplus I5»63i 



$579,961 



$579,961 



Auditors reported that the building was probably worth the first and 
second mortgages, but would probably sell for no more. It could not be 
sold then for any price. The machinery had a second-hand value of $4,300 
but was ample and sufficiently modem and efficient to use if the business 
was continued. The leather and findings had a current value of about 
$42,000. They were necessary were the business continued. At the time, 
August IS, 1914, there was little demand for slippers or anything else, but 
the finished goods could probably be sold directly and through jobbers for 
the cost. The accounts receivable represented the weak point of the busi- 
ness. At least $33,000, listed were valueless. An account of $61,000 with 
an export jobber, on account of a jobber in Porto Rico was probably of 
little value. It might reaHze 10% in the course of another year. $84,000 of 
the accounts were certainly good. The remainder represented small sales 
directly to shoe stores, mostly in the South and Southwest. Their value 
was uncertain. Little could be realized on them immediately on accotmt 
of the war. 

The liability of $38,926 to the Manufacturers' Finance Corporation was 
spedficallysecured by $56,81 1 accounts. Of this amount $41,016 were part 
of the $84,000 listed as certainly good. 

The Receiver was asked by the court to continue the business imtil 
January i, 1915. A reorganization plan was immediately ^iroposed by 
Ingalls, and accepted by the creditors 

What was the plan? 
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Problem LXI 
The Achilles Tire Company 

The Achilles Tire Company was organized in 1914 by James Anderson, 
former sales manager, for the eastern district of the Goodnow Tire and 
Rubber Company, who contributed $50,000 in cash. He had associated 
with him Heinrich Meisel, an Austrian, graduate of Bonn University in 
Chemistry, who had devoted himself to rubber. Meisel contributed 
$10,000. Also, Edward Burr Reznor, a native of Butler County, Pennsyl- 
vania, who had moved up to Akron in the early days of the rubber indus- 
try and had made a fortune from his holdings in the old Goodnow Rubber 
Company when this was recapitalized in 191 2 by Wall Street interests, 
contributed $435,000 in cash. 

The Achilles Tire Company was organized with $1,000,000, 7% pre- 
ferred stock and $1,200,000 common stock. Anderson took $50,000 pre- 
ferred and $2 50,000 common. Meisel took $10,000 preferred and $100,000 
common. Reznor took $435,000 preferred and $400,000 common. The 
remainder of the issues were placed in the treasury to be sold later as the 
new company should require more capital. Before the organization Ander- 
son signed a contract to act as president and general manager of the com- 
pany with full charge of the purchase of materials and the sales of the 
product. He was to receive $1 2,000 a year for a period of 5 years. Meisel 
agreed to act as vice president. He had complete charge over the factory 
including every detail of the actual manufacture of the tires. Reznor was 
to act as treasurer with only nominal duties. He was to receive no salary. 

The company wag a success from the very beginning. Meisel knew the 
manufacturing part of the business thoroughly. He loved detail, made a 
most painstaking study of every batch of tires that came through, invented 
a new testing machine to discover weak points in the fabric and an alto- 
gether new device to prevent buckling while the tire was being wrapped. 
Achilles tires soon became known all through the East for their uniformity 
and endurance. 

Meanwhile, the business developed into a great financial success. In 
19 1 6 the company sold the remainder of its preferred stock to the public at 
par. Common stock to the amount of 2,500 shares was sold to Akron 
brokers in 1 9 1 7 for $96 a share. Banking connections were opened with the 
Warrentry Trust Company, a large institution in New York which insured 
a reserve credit of $500,000. Schultz, Eimer and Company, note-brokers, 
opened an account with them in 1918, and by the end of the year had 
sold over $600,000 of their paper. 
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The gross business for 1919 was twice that of 1918. Anderson arranged 
in the spring of 1919 to finance the Triton mill of Summerville, S. C, agree- 
ing to take its entire outfit of fabric. The Achilles Tire Company acquired 
its stock, paying $250,000 cash and $250,000 in the 3-year unsecured notes 
of the Achilles Tire Company. In April, 1 9 20 Anderson was told by a New 
York broker that the cotton market had passed beyond control and prices 
for long staple cotton were likely to double by October. Spot " contract *' 
cotton was then quoted at 40 cents a pound. Inmiediately he bought 
1,000,000 pounds of contract cotton, options distributed between July, 
October, and December. The price averaged 37 cents. He also contracted 
for 500,000 pounds i A iiich staple cotton of an especially fine quality with 
a New Orleans factor for 76 cents a potmd. In May he entered into a con- 
tract with M. Antigueoras for 100,000 potmds Egyptian cotton at $1.05 
a pound delivered at the fumigating station in New York. Deliveries to 
be taken at the sellers' option between August i and October i. He pur- 
chased 1,000 tons of plantation rubber held in a New York warehouse and 
contracted for 100 tons a month with an exporting house, deliveries to 
extend from June i to January i. 

While Anderson was seeking to protect himself against a "runaway" 
market for raw cotton and crude rubber, he was taxing his manufacturing 
capacity to the utmost. The orders had been running far ahead even of 
19 1 9, and the unfilled orders from agents and dealers were increasing. 

Meisei had a nervous collapse June 8, as a result of overwork, the direct 
result of attempting to apply detailed, painstaking, efforts to large-scale 
production without having built up a capable organization. Almost im- 
mediately the quality of the tires fell. The returns of blemished tires from 
dealers were twice as great during June as ever before. Three car loads of 
tires shipped July 3, to a large New York wholesale accessory house were 
returned, on the claim that the goods were not equal to the company's 
best product, on the high quality of which the order had been placed. In 
accordance with the firm's custom the returns were accepted without ques- 
tion. Meanwhile the cancellations of orders from dealers began to come in 
m an alarming manner. Anderson immediately reduced the rate of output, 
so that for the first 2 weeks of July the shipments of tires actually accepted 
by dealers and agents were about equal to the output of the factory. 
Meisel's chief assistant, who had asstuned charge of the manufacturing was 
doing better and the proportion of seconds declined, as compared with 
conditions during June. July 15, Anderson covered on his "spot" unde- 
livered future contracts of "contract" cotton, with a total loss of $61,000. 

On July 29, Meisei evaded his attendant and leaped from a third story 
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window of a sanatorium. He never regained consciousness and died the 
following morning. Reznor, meanwhile, had been carrying automobile 
compan3rs' stocks with L3ntich and Company in New York on margin. He 
lost heavily in the decline in the Maxwell shares and was then carrying 
10,000 shares of General Motors common, purchased during the autumn 
of 1919 between $38 and $41 a share; and 5,000 B. F. Goodrich shares, pur- 
chased the year before at prices ranging from $74 to I92 a share. In addi- 
tion he was carrying 15,000 shares of other stocks, all industrials and ail 
showing losses from the purchase prices. August 9, L3mch telephoned him 
for more margin. He pledged everything he had, even his Liberty bonds, 
except the stock in the Achilles Tire Company. On Sept. 15 Lynch wed 
for more margin. General Motors was I20; Goodrich tmder |6o; and 
nearly all the remainder of the securities in his account had fallen to new 
low levels. Reznor secured a loan of $300,000 from the Warrentry Trust 
Company of New York, pledging his entire holdings in the Achilles Tire 
Company as collateral. This entire amount was handed to Lynch. 

The entire management of the business now fell on Anderson, as Reznor, 
66 years of age, was incapable of making any decisions in the emergtency. 

Anderson closed the Triton mill on Sept. 13. All the long staple cotton 
had been delivered, but none of the Egyptian cotton bought from Anti- 
gueoras. About half of the long staple cotton had been woven into fabric 
at the mill, and the remainder was in the mill's store house. He accepted 
his contracts on crude rubber, up to Sept. i, and obtained an option to can- 
cel contracts for the delivery of the September to January crude rubber 
provided he made a cash payment, on or before October i, to the exporting 
house of $65,000. He reduced the tire factory to half time on September 
3, and ceased to manvifacture on September 20. 

Some loans at the local Akron banks were not renewed and Anderson 
gradually increased his loans at the Warrentry Trust Company until they 
reached $600,000, a hundred thousand dollars more than the credit origin- 
ally arranged for. Schtdtz, Eimer and Company worked loyally for the 
company and had over $1,000,000 of notes placed among their customers. 

When the Warrentry Trust Company heard that the factory was closed 
they wired Anderson and Reznor to come to New York and bring a full 
statement of the condition of the business. Reznor refused to go and 
Anderson went alone. He explained that he had closed the factory so that 
he might have an opportimity to "work off" his accumulated stock of 
goods. He stated that the only important immediate matter that would 
have to be attended to was the Antigueoras contract which, at the current 
market for Egyptian cotton might show a loss of about $40,000. He said 
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he had not reduced the prices of his tires below the cost of production and 
if the banks would extend him not over 1 100,000 credit more, at the most, 
he could liquidate his present stock of tires and begin to manufacture 
again the raw materials he then held. Even if the wholesale prices of tires 
were reduced materially he thought that these raw materials could be best 
realized upon in the form of tires. He presented the following statement : 



Assess 

Tire Plant, Actual Cost 
Less Depreciation 

Triton Mill, Cost 

Raw Materials De- 
livered and Paid for, 
or in Transit and Paid 
for. Chiefly Rubber 
and Long Staple Cot- 
ton (Cost) 

Fabric, Cost of Cotton 
Plus Manufacturing 
Cost 

Tires, Akron Warehouse 
and New York (Cost). 

Accounts Receivable — 

Notes of the Triton Mill 
not Represented by 
Cotton or Fabric 

Cash 

Cotton to be Received 
Under Antigueoras 
Contract 

Good Will Account 

Stock Discount Account 

Deficit 



$1,115,786 
500,000 



592.871 



296,021 

307,816 
318,211 



261,000 
117,942 



105,000 

750,000 

10,000 

37>o69 
$4,411,716 



Liabilities 

Capital Stock 

Preferred $1,000,000 

Common Issued(Treas 

ury $200,000) 1,000,000 

Schultz, Eimer and Co. 

(Account) 1,090,000 

Triton Mill Notes 250,000 

Warrentry Trust Com- 
pany 600,000 

Akron Banks 1 17,000 

Merchandise Creditors. . 1 84,7 1 6 

Liability Under Cancel- 
lation of Crude Rub- 
ber Contract 65,000 

Liability Under the An- 
tigueoras Contract. . . 105,000 



$4,411,716 



Anderson reported that the raw materials, inventoried at a cost of 
$592,87 1 had a current market value, based on spot cotton and crude plan- 
tation rubber, New York delivery, of $218,700. Fabric nulls were then 
quoting fabric prices, immediate delivery, that indicated a value of $119,- 
300 for the item of $296,02 1 . There had not been much of a decline in the 
wholesale prices of tires but the "demand" at any price was slight. The 
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accounts were probably 90% good. The Triton mill was one of the best 
fabric mills for its size in the south. It had actually cost, with the im- 
proved machinery, less than two years old, about $650,000. It owned a 
valuable water power. It had no notes or other liabilities outstanding, 
other than its notes to the parent company. 

A few hoturs after Anderson had submitted this report to the Warrentry 
Trust Company, a conference was held attended by Anderson, Aaron 
Eimer, and a vice president of the trust company. Anderson stated his 
confidence in his ability to work the situation out, and offered to surrender 
his stock to a committee of bankers to protect the company's creditors. 
This plan was acceptable to the vice president of the Warrentry Trust 
Company, who offered to provide a further credit of $50,000 provided 
Schultz, Eimer and Company would guarantee an equivalent credit if 
$100,000 was required before Anderson could liquidate on his inventories. 
Eimer flatly refused, claiming Reznor had deceived him in stating the 
company's liabilities as he had said nothing concerning the future contracts 
in rubber and cotton. He demanded an immediate receivership and the 
complete elimination of Anderson and Reznor. Reluctantly the Warren- 
try Trust Company consented, and 3 days later a local Akron lawyer was 
appointed receiver under a non-resident creditor's bill. 

Why was the Warrentry Trust Company opposed to a receivership and 
Schultz, Eimer and Company in favor of it? 

Granting Anderson's statements of his situation were correct, prepare a 
balance sheet such as auditors for the receiver might present to a creditors' 
cormnittee. 

Prepare a plan of reorganization for the Achilles Tire Company. (The 
experience of this tire company should be compared with that of the Mayer 
Manufacturing Company. See problem L page 53.) 



Problem LXII 

Reorganization of the Jamestown, East Coast and Southern 

Railway 

Main Line of Road 

Jamestown to Dobson 219.3 miles ' 

Huron Branch: Norwalk Junction to Huron 12.4 

Warrenton Branch: Warrenton to Jefferson. ... 13.5 

Total Length of Line, June 30, 1902 245.2 miles 
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History: The road was organized July lo, 1886, as a reorganization 
and consolidation of the old Jamestown and Southern and East Coast 
Railway. The Warrenton Branch was built in 1887, the Huron in 1889. 

Rolling Stock: As of June 30, 1902. Locomotive engines, 61. Cars, 
passenger, 18. Combination, 6. Baggage and mail, 3. Freight (box 900, 
platform, 165; stock, 10; coal, 3,964; caboose, 35), total 5,074; service cars, 
7 — ^total cars, 5,108. 

Central Division Bonds are secured by the main line from Jamestowfi 
to Dobson. The Eastern Division bonds are secured by a cut-off on the 
main line from Jamestown Center through to Rickers. 

The first mortgage and extension improvement 5% mortgage bonds are 
a second mortgage on the Central and Eastern Division and the first mort- 
gage on the Huron Branch. 

The third mortgage consolidated bonds are a third mortgage on the 
Eastern Central Division, second mortgage on the Huron Branch, and a 
first mortgage on the Warrenton Branch. They are also sectired by the 
deposit with the trustee of certain very valuable traffic agreements cover- 
ing interchange of traffic at Jamestown and Dobson. 

Down to 1899, the road made relatively few advances and improve- 
ments, the capitalization remaining essentially the same. In 1899 it em- 
barked on a series of extensions, improvements and financial operations. 
These involved reduction of expensive grades and curves and the building 
of a network of small branch lines, leading into coal mines. Until 1899 the 
road had carried a large proportion of through freight, particularly coal 
delivered to it by connecting roads. Beginning with 1899 it attempted to 
develop certain large areas of coal lands, lying adjacent to its main lines 

The 12,000,000 of consolidated mortgage bonds were issued very 
largely to pay for these improvements. Two years before, the road had 
acquired an option on a large semi-developed coal property located at 
Spencer about 12 miles off from its main line. The purpose had been to 
finish the development of this property and to secure from it a large coal 
traffic. The $3,000,000 lo-year coupon notes had been issued and sold, 
and the proceeds devoted very largely to the purchase of this coal property. 
The stock of the coal mine had been pledged as collateral for the lo-yeax 
coupon notes. 

On the publication of the unfavorable statement of June 30, 1902, a 
committee of bankers, consisting of the trustees of the Central Division 
bonds, the agent of a large insurance company which owned $250,000 of 
the Eastern Division bonds, and the vice-president of a bank to whom the 
company owed $100,000 of the $405,321 bills payable, met and petitioned 
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the court for the appointment of a recei ver. The president of the road and 
certain directors opposed the petition, but the prayer was granted by the 
court. A committee of the directors was immediately organized and pro- 
posed within 30 days a plan of reorganization. 

Consider yourself one of these directors, what plan would you propose? 



Problem LSin 
The Reorganization of the Portland and Danbury Railroad 

The Portland and Danbury Railroad had been established 40 years ago. 
It had never been thoroughly successful and during the last few years, 
owing partly to antiquated management and partly to the fact that the 
timber tributary to its lines had all been cut away, the railroad had fared 
ill. There follows a brief summary of its condition at the end of 191 1. 
The company passed into the hands of receivers in the early part of July 
on a non-resident creditor's bill. At the time in question $287,965.30 of 
the current liabilities had been contracted within six months of receiver- 
ship; practically all for materials and supplies necessary for the continued 
operation of the road. About a quarter of the common stock was held by 
farmers and small tradesmen living along the line. About half of the stock 
was then held by banking interests who had exercised a nominal control 
over the railroad from 1903 to 191 1. The remaining quarter of the com- 
mon stock had been purchased from time to time by outside interests 
widely scattered. The bankers who held half the common stock were 
financially embarrassed and had pledged the stock as collateral for a loan 
of |6o,ooo at a New York bank. 

Prepare a plan of reorganization of the road. 

THE PORTLAND AND DANBURY RAILROAD COMPANY 

Main Line of Road 

Portland to Danbury 203.5 miles 

Jones River Division: Jones River Junction to Cleveland. ... 51.0 " 

Sherman's Hill Branch: Sherman's Hill to Winchester ii.o " 

Other Branches: Buffalo Springs, 4; Hitchcock's Mill, 6; Bea- 

mon's, 3 ; Savidge's, 5 18.0 ** 

Total Length of all Lines Operated 283.5 miles 

3rd rail, 4 m.; Sidings, 21 m.; Gauge, 4 ft. 8>^ in. and 3 ft. Rail (steel), 35 
and 56 lbs. 

Rolling stock. Locomotive engines, 30. Cars; passenger, 29; baggage, 
mail and express, 3; freight (box, 2 50; platform, 429; coal, 3), 682; caboose, 
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6; logging, So. Total cars, 770. Of this equipment, 20 locomotives, 22 
passenger, 2 baggage, etc., 235 box, 360 platform, 6 caboose, and 60 logging 
cars were acquired through a car trust. 

Operations for year ending Jtme 30, 191 1. Train mileage; passenger, 
302,312; freight, 267,152; other, 291,062. Total, 86o,526miles. Passengers 
carried, 178,845; carried one mile, 3,226,109; average mile rate, 2.83 
cents. Tons freight moved, 368,768; moved one mile, 18,495,653; average 
ton-mile rate, 1.95 cents. 

Earnings: Expenses: 

Passenger $ 91,349.35 Transportation 1254,776.05 

Freight 360,201.48 Maintenance of 

Mail and Express. . . 24,098.23 Equipment 103,338.52 

Miscellaneous 22,613.98 Maintenance of Way 

and Buildings. . . . 128,284.93 
General 50,910.91 



Total ($1,757-54 Total ($1,895.28 

per mile) $498,263.04 per mile) $537,310.41 

Loss from Operation. $ 39,047.37 

Financial Statement, June 30, 191 1, Capital stock (par $100), $5,754,- 
890; funded debt (ist mortgage gold 6% 30-year $1,000 coupon bonds, due 
October i, 1917, interest April and October), $4,952,000; equipment trust 
obligations, $3 13,960.23 ; current liabilities, $627,1 72.40. Total liabilities, 
$11,648,022.63. Detailed statement of equipment trust obligations, as of 
Jtme 30, 191 1 follows on the next page. 



Problem LXIV 

The Reorganization of the Northern Counties Light, Heat and 

Power Company 

In 191 1, Thomas S. Sargent and Company, Engineers, organized the 
Northern Coimties Light, Heat and Power Company. It represented in 
1920, a holding company owning only the common stocks of 9 small elec- 
tric light and gas companies operating in the towns and cities of Northern 
Kansas. From 191 2 to the siunmer of 1914, the holding company had paid 
dividends regularly on its preferred stock. The preferred stock dividend 
due August 15, 1914, was passed, the international turmoil being advanced 
as the excuse. Dividends were not resiuned, although the reports sent to 
the stockholders at the end of each year were very reassuring. 
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The Company defaulted the March i, 192 1 interest on its collateral 
trust, prior lien 5% bonds. No reasons were alleged, other than the general 
.finandcd.d^ression. Auditors appointed by a committee representing 
mvestoft'naildly hostile to the interests of the Sargent firm made an ex- 
haustive repoVt. The main features of this report brought out the simple 
'faCtUbAt' the -extensions and improvements tmdertaken by the operating 
companies failed to prove as profitable as the engineers had anticipated. 
Operating expenses increased, relatively and absolutely, faster than gross 
earnings. The costs of the extensions of the operating companies were met 
at first by the sale of the imderlying securities of the operating companies 
themselves. Later the extensions were paid for by short time borrowings 
— ^notes and bank loans — of the operating companies. During 1919 and 

INCOME AND EXPENDITURE ACCOUNT YEAR ENDING 

MARCH 31, 1921 





Branston 


Pbabody 


Current 

RiVBR 


Conway 


Cartbrsboro 


Gross Earnings (Cus- 












tomers* receipts) 


Ii03»7i6 


1567,313 


I42.716 


I49.133 


|6ii,443 


Operating Expenses (in- 












cluding taxes) 


69.816 


310,118 


41,10a 


37,967 


318,961 


Dividends on Preferred 












Stock 




30,000 








Amount of Dividends 












paid to holding 












company 
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30.000 
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30,000 





Hamilton 
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1920, even this expedient failed, and the holding company made large 
advances to 6 of the operating companies. The money for these advances 
were secured by three methods, (i) Ordinary, unsecured 3 to 6 months 
loans from its banks, regularly renewed at each maturity. (2) The sale in 
the spring of 1920 of $1,000,000 2-year unsecured 8% notes to investment 
bankers, and (3) the issue — followed by the pledge — of 11,374,000 collat- 
eral trust prior lien bonds. The collateral trust prior bonds were used 
to secure a loan of $1,000,000 from the North Avenue National Bank of 
Chicago. Subsequently the right of the corporation to issue this particular 
block of bonds became subject to extended litigation. 

The following represents the balance sheet of the Northern Counties 
Light, Heat and Power Company itself as of March i, 192 1 (cjyen 000). 



Assets 

Securities of Operating 

Companies $ 7,941,000 

(Representing the en- 
tire common stock 
issues of nine electric 
light and power com- 
panies) 

Collateral Trust, Prior 
Lien Bonds Pledged 
as Collateral 1,574,000 

Demand Notes of Oper- 
ating Companies 2,337,000 

Scrip Dividends of 
Operating Companies 
1914 to 1920 160,000 

Bond and Note Dis- 
count 1 10,000 

Miscellaneous Assets. . 27,000 

Cash 4,000 

$12,153,000 
— I 



Liabilities 

Collateral Trust Prior 

Lien 5% Bonds Due 

March, 194 1 $ 4,574,000 

Notes Payable (less 

than one year) 786,000 

Two Year 8% Notes 

Due April 1 , 1922 ... 1 ,000,000 
North Auburn Nat. 

Bank Loan 1,000,000 

Preferred Stock i ,500,000 

Common Stock 2,000,000 

Surplus 1,293,000 



$12,153,000 



The income statement for the year ending March i, 1921, was as 
follows: 



Receipts from Dividends of Subsidiary Companies $230,000 

Interest on Collateral Prior Lien 5's September i, 1920.. . $150,000 
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Interest on 2- Year Notes Due April i, 1922 — October, 

1920 $40,000 

Bank Interest 49iBi7 

Salaries, General Expenses 38f79i 

1278,608 

Deficit $ 48,608 

The collateral trust, prior lien bonds had been sold at various times 
from 191 1 to 191 5, to investors. The initial offering was at 9i>^. The 
preferred stock had been sold originally in blocks of 3 shares of preferred 
and I share of common for $250. Of the $2,000,000 of common stock, 
approximately $1 ,000,000 was owned by Thomas S. Sargent and Company, 
but pledged with a New York bank for a loan of |8o,ooo. Five htmdred 
thousand dollars ($500,000) of the common was owned outright by the 
syndicate which originally sold the blocks of common and preferred stocks. 
This, except for a cash commission of 2% on the gross sales to customers, 
represented their entire banking profit. 

Prepare an exhaustive report covering the reorganization of the com- 
pany. 



Part VI — Investments 



INTRODUCTORY NOTE TO PROBLEMS ON 

INVESTMENT 

In considering investment problems, it should be observed 
that the point of view is diametrically opposed to that of 
corporation finance. In matters concerning the financial 
policy of corporations the purpose is to buy capital of the 
community at as cheap a rate and under the least arduous 
conditions. Prom an economic point of view the question is 
merely what is the lowest rate at which the entrepreneur 
can obtain capital from the capitalist and what are the least 
rigorous requirements as to the security of the loan. In the 
case of investment problems the situation is exactly the 
reverse. Here the investor, as the capitalist, seeks to obtain 
from the corporation the highest rate of interest on a loan 
subjected to and circtunscribed by the most rigorous and 
exacting conditions. Again, from the economic point of 
view the question is merely what is the highest rate of in- 
terest that the capitalist can exact from the entrepreneur and 
how rigorous support he can secure for his loan. 

In considering any specific investment or any specific 
lists of investments, two elements determine the rate of 
return. They are : the absolute rate of interest represented 
by the demand and supply price for capital. This has been 
called by the economists "pure interest." In addition, every 
investment bears a certain loading, the amoimt of which 
varies with the market estimation of the particular risk in- 
volved. That is, in any given return on an investment there 
are two factors; a rate of pure interest— which would be the 
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same for all investments, provided absolutely no risk were 
involved ; and secondly a compensation for risk representing 
a premium to insure the investor against the loss of principal 
in the particular case. The pure interest, for illustration, is 
the same on government bonds as on mining stocks. Only 
in the former case the loading, because of risk, is almost 
negligible, whereas in the latter case it represents the major 
part of what the investor considers as income return. 

Skill in investment matters consists in selecting an in- 
vestment where, by reason of market conditions, the cor- 
poration is forced to pay a higher risk than the secxirity of 
the investment warrants. That is, the investor buys greater 
security than the income return warrants. A good invest- 
ment, therefore, is not necessarily a secure one. The term 
''good" as applied to investment means merely the ratio 
between the absolute risk involved in the investment and the 
amount of compensation which the investor receives for the 
risk. For illustration, certain Massachusetts gas and elec- 
tric company stocks have, for years, retiuned to the investor 
a very small rate. This is due to the fact that these securities 
were non-taxable in Massachusetts and possessed to the 
Massachusetts trustee the glamour that goes with nearness. 
The premium of risk, therefore, that these investments 
carried was very small, far less than their risk warranted. 
They were, therefore, poor investments, whether their rate 
of rettim was high or low. The same reasoning applies to 
the majority of municipal bonds and obligations of states 
and counties. On the other hand, certain public utility 
bonds of far western cities, not easily brought to the notice 
of eastern capitalists, sold so as to yield a high return to the 
investor. This return was much higher than the inherent 
risk of the enterprise warranted. They were, therefore, good 
investments whether the actual income was in any particular 
case high or low. 
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In determining the value of any si)ecific investment at 
least 8 separate factors should be considered : 

1. Economic conditions: All investments decline in 
value during periods of descending economic conditions. 
The fall in stocks is much more precipitous than in case of 
bonds, but both are affected. During such periods investors 
should confine themselves to short-term notes or commercial 
paper so that on maturity of these obligations they may re- 
invest their funds in permanent investments at lower levels 
of price. During the ascending swing of the economic pendu- 
lum, stocks and bonds appreciate in price. Ordinarily, the 
upward trend of bonds precedes and is slower in movement 
than the upward trend of stocks. During such periods in- 
vestors should purchase long-term sectuities. 

2. Stocks or bonds: The distinction between stocks 
and bonds should be borne clearly in mind. The owner of 
stocks is, as a partner in the enterprise, entitled to extra- 
ordinary profits at times of extraordinary success, but sub- 
ject, at the same time, to extraordinary losses at times of 
business failure. Stocks are not, under ordinary circum- 
stances, appropriate investments for persons or institutions 
directly dependent upon income, owing to the greater in- 
herent risk. Preferred stocks of all descriptions should be 
avoided. They involve the owner in all the risks of partner- 
ship in an enterprise, but assure to him only a limited return. 
One of the most unfortimate tendencies, from an investor's 
point of view, is the increasing use of preferred stocks. 
Experience has shown that at the time of the failtire of an 
enterprise the preferred stockholder is treated with little 
greater leniency than the common stockholder. If an enter- 
prise is so successful that one wishes to participate in its 
prosperity, the common stock should be bought. On the 
other hand, if the enterprise is not of such inherent sound- 
ness that an investor would feel justified in purchasing the 
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common stock, he shoiild confine himself to the bonds. There 
is no middle ground. 

3. Type of industry : Certain industries are more staple 
in their earning capacities than others. Certain ones are 
more susceptible to business fluctuations. It is interesting to 
note that there are some industries that are most prosperous 
during periods of depression ; as for example, the furnishing 
of artificial gas to old established communities. It is im- 
portant for the investor to consider carefully the type of the 
investment in which he places his funds, and the susceptibil- 
ity of that industry as a whole to the influence of economic, 
political, and social conditions. 

4. Credit of the issuing corporation: This is distinctly 
different from the status of the secufety itself. For example, 
the Pennsylvania Railroad has an tmquestionably higher 
general credit than has the Erie Railroad, yet it is probable 
that some of the underlying Erie bonds are more secure as 
investments than some of the jtmior securities of the Penn- 
sylvania. 

5. Legal restrictions: The bond issue or the preferred 
stock issue should be considered carefully from the point of 
view of the extent to which future policies of the corporation 
may affect it. A closed issue of bonds is always more secure 
than an open issue. A preferred stock issue should be very 
carefully scrutinized from the point of view of the possibility 
of future prior liens, mortgages, and bank debts; also, the 
ease with which the corporation may increase the outstand- 
ing amount of preferred stock. 

6. Strategic position of the security in question, with 
respect to other securities of same corporation : This matter 
is very important in considering railroad securities. A bond 
secured by a mortgage on a main line of a system is much 
more secure than a bond secured by a mortgage on a branch 
line. For example, the fifth mortgage on the main stem of 
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the Erie Railroad is much more secure than the first mortgage 
on the New York and Greenwood Lake Branch. 

7. Property behind the security: This is more impor- 
tant in public utilities and railroads than in industrial cor- 
porations, because if the former fail by reason of inadequate 
rates the public service commissions and the coiuts will 
consider carefully property values in determining fair earning 
power. 

8. Earnings to be allocated to the particular security: 
If a seciu-ity as, for instance, a mortgage bond, covers only 
the property of a part of the corporation, it is important to 
consider the inherent earning capacity of the particular part 
covered. For example, a comparison must be made between 
the bond of a public utility which covers only the generating 
station, and another bond of the same utility covering only 
the distributing part of the system. Under ordinary circum- 
stances, it is possible to build a new power house or secure 
power from outside sources, but a power house without a 
means for distributing its power has no earning capacity. 

In a study of investments, constant use should be made 
of the various manuals — Poor's Manual of Railroads and 
Moody's Manual of Railroads and Corporation Securities. 
For railroad bonds White and Kimble's Atlas is almost in- 
dispensable. A smaller, cheaper atlas is now accessible. 



Problem LXV 

Compare, arrange in order of relative excellence, the following bonds, 
granting that they may be purchased yielding approximately the same 
gross return and net yield: 

S5rracuse Lighting Company first s's, 1951. 

American Telephone and Telegraph collateral trust 5's, 1946. 
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Wabash Railroad, Detroit and Chicago Extension $% X04Z* 
Northern States Power first and ref. 5's, 1941. 
United States Rubber first and. ref. s's, 1947. 
Mobile and Birmingham prior lien 5's, 1945. 
American Smelting and Refining, s*s, 1947. 
Lackawanna Steel Company, con. 5's, Series A, 1950. 
New York and Greenwood s's, 1946. 
Craig Valley first 5's, 1940. 
Norfolk and Southern first $% i94i» 

Discussion of Problem LXV 

Assuming the gross return and net yield to be approximately the same, 
a comparison of values rests solely on the intrinsic merits of the bonds. 

Certain elements of comparison that give no grotmd for variation 
should be eliminated first. The bonds all bear 5% interest, and mattu-e 
about the same time. The influence, then, of future changes in tiie rate of 
interest may, therefore, be neglected. All the bonds are listed on the New 
York Stock Exchange. 

There are 5 raikoad bonds, 3 manufacturing and 3 public utility bonds. 
At the time this discussion is being written (March, 192 1) there is no ques- 
tion but that the general industry of public service stands first and that of 
manufacturing last. In arranging points of comparison (see table on page 
III) the word "good" is placed in the coltunn headed "general industry" 
opposite the public utility bonds, the word "fair" opposite the railroad 
bonds, and the word "poor" opposite the industrial bonds. 

Consider next the general credit of the company of which the bond is 
an obligation. Among the public utilities the general credit of the Syra- 
cuse Lighting Company is very high. It is controlled by the United Gas 
Improvements Company of Philadelphia. The general credit of the Amer- 
ican Telephone and Telegraph Company is not as good as formerly owing 
to the continual issue of new securities. There is a well-founded suspicion 
that federal rate regulation, similar to that exercised by the Interstate 
Commerce Commission over the express companies, may seriously curtail 
future earnings. 

Similar analysis should be applied to the railroads and manufacturing 
enterprises, represented in the list. Among the former the general credit 
of the Mobile and Birmingham is distinctly the best, that of the Wabash 
Railroad the worst. Among the manufacturing companies the general 
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credit of the American Smelting and Refining Company is best, that 
of the United States Rubber Company distinctly the worst, in fact prob- 
ably the poorest of any of the corporations represented in the list. 

The special position of the security in question, with re^)ect to other 
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securities of the company, is of very great importance. Among the public 
utilities the Syracuse Lighting first 5's, are an absolute closed prior lien on 
the electric properties of the city of Syracuse, New York. With the Syra- 
cuse Gas Company's first 5's — altogether, representing interest charges of 
$250,000 — ^they are a prior lien on net earnings which have averaged well 
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over $800,000 for the last 5 years. The American Telephone and Tele- 
graph 5's and the Northern States Power s*s, are neither of them first liens 
on the entire property covered. Tne mortgage of the Northern States is 
practically an "open end" indenture. 

All the railroad bonds are first liens, closed mortgages, on their respec- 
tive properties. But the Mobile and Birmingham section is of much 
greater importance to the Southern system than is the Detroit and Chicago 
to the Wabash, the Greenwood Lake to the Erie, or the Craig Valley to the 
Chesapeake and Ohio. The Norfolk and Southern road is not of great 
strategic importance in itself. 

A similar procedure of analysis and comparison with respect to other 
investment canons of value should be applied to the individual b6nds of the 
list. All these results should then be summarized in a comparative table. 
In the table on the preceding page the order in which the bonds are given 
is the same as in the list on page 109 with the exception that the bonds have 
been grouped according to the type of industry in which the issuing com- 
pany is engaged. 



Problem LXVI 

Relative Value of Listed General Long-Term Bonds, of Large 

Railway Systems 

Granting that the following bonds sell at approximately the same price 
arrange in the order of excellence: 

Chicago Milwaukee and St. Paul, 4's, 1989. 
Northern Pacific Railway prior lien 4's, 1997. 
Norfolk and Western first 4's, 1996. 
Chicago and Northwestern 4's, 1987. 

Philadelphia and Reading Coal and Iron and Reading Company, 
4's, 1997. 



Problem LXVII 

A Comparison of Long-Term Underlying Listed Bonds Belonging 
to the Same General System but Covering Different Parts 



1 
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Arrange in the order of excellence: 

Mohawk and Malone first 4% 1991. 
Kanawha and Michigan first 4's, 1990. 
New York and Putnam first 4*3, 1993. 
Carthage and Adirondack first 4's, 1984. 
Battle Creek and Sturgis first 3's, 1989. 
New York and Harlem first 3>^'s, 2000. 
St. Lawrence and Adirondack first 5% 1996. 



Problem LXVni 

Relative Value of Listed Underlying Bonds of Different Railway 

Systems, With Guarantees 

On or about March x, 1921 the following bonds, maturing at about the 
same time, sold for approximately the same price. Arrange them in the 
order of relative excellence as an investment: 

Brunswick and Western first 4's, 1938. 
Milwaukee, Sparta and Northwestern first 4's, 1947. 
New York and Erie first 4's, 1947. 
Pacific Raikoad of Missouri first 4*3, 1938. 
Pocahontas Coal and Coke first 4's, 1941. 



Problem LXIX 

Relative Value of Small Issues of Unlisted Underlying Medium- 
Term Railroad Bonds, Without Interest nor Principle 

Specifically Guaranteed 

The following bonds sold March i, 1921 at approximately the same 
price. Arrange them in the order of their excellence as investments: 

Little Rock and Hot Springs Western R. R. first 4*s, 1939. 

Paint Creek Branch first 4's, 1945. 

St. Johns River Terminal first 4's, 1952. 

Columbia and St. Louis Railroad first 4's, 1942. 

Chicago, Indianapolis and St. Louis first 4's, 1953. 

8 
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Problem LXX 
Selections from Miscellaneous List of Investments 

James Sterling, a hardware merchant in Westerly, Rhode Island, dies 
suddenly. His executor sells his business for $47,cx)o cash. The executor 
then turns over to the widow, 43 years old, no children, the following 
securities together with the money: 

Problem. What, if any, sectu-ities should the widow sell and how may 
she best invest her cash in view of the securities she retains? 

10 shares Chicago and Northwestern common stock. 

$2,000 Illinois Central, Litchfield Division 3*s, 1951. 

50 shares United States Smelting and Refining 7% preferred stock. 

3 shares Standard Oil Company of New Jersey common stock. 

2 shares Standard Oil Company of New Jersey preferred stock. 

20 shares American Telephone and Telegraph Company common 

stock. 
10 shares Fall River Gas Company common stock. 
$4,000 Chicago, Milwaukee and St. Paul general 4J4% 1989. 
$3,000 Peoples' Gas, Light and Coke Company of Chicago first 6*s, 

1943. 
$10,000 New York Central and Hudson River 3}^% 1997. 

$3,000 Cleveland and Pittsburg, General Guarantee 4}4% 1942. 

$2,000 Manhattan Railwayof New York first 4's, 1990. 

5 shares Central Leather Company preferred stock. 

19 shares Wabash Railroad Company common stock. 

$2,000 New York, New Haven and Hartford deb. 3>^'s, 1956. 

30 shares New York, New Haven and Hartford common stock. 

14 shares New York Central Railroad coromon stock. 

10 shares Quaker Oats preferred stock. 

$1,000 New York and Putnam first 4's, 1993. 

$1,000 Southern Railway first 5's, 1998. 

$3,000 Standard Gas and Electric Co. (Delaware) deb. 6*s. 

$1,000 Cities Service Convertible 7% deb. 1966. 

$10,000 American Agricultural Chemical first 5's, 1928. 

r 

$1,000 Indianapolis and Louisville Railway first 5's, 1942. 

3 shares Chesborough Manufacturing Company. 

4608 shares of miscellaneous oil and mining shares for which there 
was no market and which the executor valued at $1 for the lot. 
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Problem LXXI 
Selection for Purposes of Sale 

An insurance company had the following blocks of railroad bonds. A 
conflagrationocctured in a small southern city as a result of which $33 5,000 
must be raised immediately from the sale of a part of these bonds. Grant- 
ing that the insurance commissions' valuations can be realized from the sale 
on the open market, what should be sold? 



Alabama Midland Railway, first mortgage . . 
Baltimore and Ohio R.R. Co. (Pittsburg, 

Lake Erie and West Virginia System) re- 

f tmding mortgage 

Central Pacific Railway, first refunding mort- 
gage, gold 

Chicago and Northwestern Railroad sinking 

fund 

Chicago,* Burlington and Quincy Railroad 

Company (Illinois Division) mortgage 

Chicago and Erie Railroad, first mortgage 

Erie Railroad prior Hen, gold 

Illinois Central Railroad (Louisville Division 

and Terminal) 

Lehigh and New York Railroad Co. first mort- 
gage 

Missouri, Kansas and Eastern Railroad, first 

mortgage 

New York Lackawanna and Western Railway 

Company, first mortgage 

New York Ontario and Western Railway 

Company, general mortgage 

Northern Pacific Railway Company, prior 

lien 1. g. gold 

Oregon and California Railroad Company 

first mortgage 

Philadelphia and Reading RaUroad, terminal, 

gold 

Savannah, Florida and Western Railroad first 

mortgage gold 

Union Pacific Railroad first mortgage and 1. g 

gold 

Wheeling and Lake Erie Railroad (Lake Erie 

Division, first mortgage) 
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Z928 

1941 

1949 

1929 

1949 
1982 
1996 

1953 
194s 
1942 
192 1 
I9SS 
1997 
1927 
1941 
1934 
1947 
1926 



Par 

Valub 



Iso.ooo.oo 

50,000.00 
200,000.00 
Z33iOOO.OO 
200,000.00 

60.000.00 
100.000.00 

50.000.00 

100,000.00 

100,000.00 

58,000.00 

200,000.00 
120,000.00 
Z75.OOO.0O 

150.000.00 

100.000.00 

75.000.00 

75.000.00 



Insurancb 

commissionbrs* 

Valuations 



148,500.00 

34*500.00 

156,000.00 

z29.010.oo 

156.000.00 
54,600.00 
64,000.00 

35.000.00 

80.000.00 

45.000.00 

58,000.00 

126.000.00 

97.000.00 

162.750.00 

150,000.00 

106.000.00 

63.750.00 

69.000.00 
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Problem LXXn 

Comparison of Two Large Issues of Well-Known, Long-Term 

Railroad Bonds 

Make a careful comparison, from every point of view, of: 

Atchison, Topeka and Sante Fe general 4's, 1995. 
Northern Pacific Railway, prior lien and land grant 4's, 1997- 

These two bonds, ordinarily, sell for about the same price and students 
of investments have given them about the same rating. 

Which is, in your judgment, the better bond? Study the problem from 
every conceivable point of view. 
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